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ADJUSTMENT OF THE BASIS OF PROPERTY FOR DEPRE- 
CLATION, OBSOLESCENCE, AMORTIZATION, AND DEPLETION 





TUESDAY, JANUARY 22, 1952 


CoMMITTEE ON FINANCE, 
Unrrep STATES SENATE, 
Washington, D.C. 

The committee met, pursuant to call, at 10 a. m., in room 512, Senate 
Office Building, Senator Walter F. George (chairman) presiding. 

Present: Senators George, Hoey, Kerr, Frear, Millikin, Butler, 
Martin, and Williams. 

Also present: Elizabeth B. Springer, chief clerk, Senate Committee 
on Finance; Colin F. Stam, chef of staff of the Joint Committee on 
Internal Revenue. 

The Cuarmman. The committee will come to order. 

The hearing this morning on H. R. 3168, a House bill which was 
before this committee before we adjourned in October, but we did 
not have the opportunity to take it up fully for consideration. Some 
hearings were indicated. 

Senator Gillette, for himself, and Senator Hickenlooper have offered 
an amendment to H, R. 3168. The amendment seems to be designed 
to make the bill retroactive. I think that is the whole effect of it. 
The bill and the amendment will be incorporated in the record. 

(H. R. 3168 and the amendment are as follows :) 

AN ACT To amend section 113 (b) (1) (CB) of the 


the adjustment of the basis of property for depre« 
depletion 


Internal Revenue Code with r« spect to 
iation, obsolescence, amortization, and 


[H. R. 3168, 82d Cong., Ist sess.] 
Be it enacted by the Senate and House of Re presentatives of the United States 
of America in Congress assembled, That (a) subparagraph (1) (B) of section 
115 (b) of the Internal Revenue Code, entitled “Adjusted basis,” is amended by 
inserting after the word “allowed” the words ‘as deductions in computing net 
income and resulting in a reduction of the taxpayer's taxes” to cause the first 
sentence thereof to read as follows: 
“(B) in respect of any period since February 28, 1913, for exhaustion, wear 
and tear, obsolescence, amortization, and depletion, to the extent allowed 
as deductions in computing net income and resulting in a reduction of the 
taxpayer's taxes (but not less than the amount allowable) under this chap- 
ter or prior income tax laws,” 
(bh) The amendment made by this Aet shall be applicable with respect to tax- 
uble years beginning after December 31, 1947. 
Passed the House of Representatives April 12, 1951. 


Attest: Ratpu R. Roperts, 


Clerk. 
1 
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{H. R. 3168, 82d Cong., Ist sess.] 


AMENDMENTS Intended to be proposed by Mr. Gruuerre (for himself and Mr. 
HICKENLOOPER) to the bill (H. R. 3168) to amend section 113 (b) (1) (B) of 
the Internal Revenue Code with respect to the adjustment of the basis of 
property for depreciation, obsolescence, amortization, and depletion, viz: 


On page 2, line 6, after the word “by” insert the following: “section (a) of” 
On page 2, line 8, strike the figure “1947” and insert the following: “1938”, 
On page 2, following line &, insert the following: : 

“(c) For the purposes of the Revenue Act of 1932 and all subsequent revenue 
Acts, the amendments made to the Internal Revenue Code by section (a) of this 
Act shall be effective as if they were a part of each such revenue Act on the date 
of its enactment.” 


The CuatmrmMan. Mr. Camp, the author of the bill in the House, is 
not present at the moment. I thought if he were here we would hear 
from him first. 

I will submit for the record a statement by Mr. W. N. Haddad, of 
Beil, Boyd, Marshall & Lloyd, Chicago, in favor of the bill and in 
favor of the Gillette-Hickenlooper amendment. 

Also for the record, two letters incorporating a statement by Mr. 
John E. McClure, of McClure & Updike, Washington, D. C., who 
can’t be present today, also favorable to the bill and to the Gillette- 
Hickenlooper amendment. 

(The documents referred to are as follows :) 


Be_t, Boyp, Marsnaui. & LiLoyp, 
Chicago, January 16, 1952, 
Hon. WALTER F. GEORGE, 
Chairman, Committee on Finanee, United States Senate, 
Washington 25. D. €. 

DEAR SENATOR GeorRGE: Having written you sometime ago about my interest 
in H. R. 3168, | was notified last week by the clerk of your committee of a hear 
ing Which you propose to hold on that bill on January 22. Unfortunately, other 
commitments will prevent my acceptance of your invitation to appear before 
the committee on the 22d. However, I should like to express briefly my views 
on the bill and should appreciate the insertion of this letter in the record of 
the hearing 

H. R. 5168 is designed to correct the rule laid down by the Supreme Court 
in the Virginian Hotel case to the effect that a taxpayer who erroneously takes 
an excessive depreciation deduction is bound by his error in later years although 
the error had no effect on taxes. The Court based its decision on a construc- 
tion of the word “allowed” in the statute—a construction completely at odds 
with the legislative history of the section involved. It is ciear beyond doubt 
that Congress never intended the result which the Court reached. 

Although this decision has not affected a great many taxpayers, it has worked 
an unconscionable injustice on those to whom it has been applied. The bill 
now pending before your committee will correct that injustice for all open years 
if the committee reports the bill with the Gillette-Hickenlooper amendwent 
which restores the bill to the form in which it was originally introduced by 
Congressman Camp, I recommend most strongly that this be done. 

There seldom arises in the tax field a situation calling for legislative action 
where all the law and all the equities are on the side of the taxpayer. This, 
however, is just such a situation. No one, to my knowledge, has ever supported 
the Virginian Hotel rule as a just one and no one has denied that it is a clear 
misinterpretation of congressional intent. I am certain you are aware that 
H. R. 3168 as originally introduced had been recommended again and again by 
the American Bar Association and the American Institute of Accountants. 
The American Bar Association recommendation was made first in 1943 when 
a petition for rehearing in the Virginian Hotel case was pending in the Supreme 
Court. 

I think this bill presents an excel'ent opportunity for the Congress to demon- 
strate that fairness to taxpayers will be preserved even at the cost of some 
revenue, 
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I respectfully urge that the committee report favorably on H. R. 3168 with 
the Gillette-Hickenlooper amendment. 
Sincerely yours, 
W. N. Happap. 


McCiure & UPDpIKE, 
Washington, D. C., January 14, 1952. 
In re H. R. 3168. 
Senator WALTER F. GEORGE, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 


Dear SENATOR GEORGE: I understand that public hearings will be held on this 
bill on Tuesday, January 22, 1952. I would appreciate your personal considera 
tion of the following: 

1. The bill should be amended so as to apply as far back as 1932, for the 
purpose of recomputing depreciation for prior years, but not so as to reopen 
tax years in which the determination became final prior to the date of its enact- 
ment into law. 

2. That is to say, the act should not open up tax years already barred by the 
statute of limitation, but where the year is open and not barred by the statute 
of limitation, then for the purpose of determining the correct tax liability for 
such open year, the proper amount for exhaustion, wear and tear, obsolescence, 
amortization, and depletion, for years as far back as 1932, should be determined. 

Respectfully submitted. 


JoHN E. McCcure. 


McC.Lure & UPppriKeE, 
Washington, D. C., January 18, 1952. 
In re H. R. 3168. 

Hon. WALTER F. Grorce, 
Chairman, Committee on Finance, United States Senate, 
Washington 25, D.C. 

Sir: I have been informed that the Treasury Department opposes the retro- 
activity of this bill primarily on the ground that it would cause an undue hard- 
ship on the Bureau of Internal Revenue in auditing returns for prior years. To 
this I have two views: 

In the first place, if the decision of the Supreme Court in the Virginian Hotel 
Corporation case (318 U. 8. 523) was erroneous, and I submit that it was, then 
the Treasury should be the one to correct it, because it was the Treasury who 
brought about the wrong decision. 

In the second place, let me respectfully say that the Treasury Department is 
in error in stating that an undue burden would be cast upon the Bureau of 
Internal Revenue. I say this because the Bureau is constantly examining the 
books of corporations from the very time the corporation was formed, and also 
examining the books of taxpayers from the very time property was acquired 
where there is a retirement thereof. Let me give you some actual illustrations: 

(1) In the recent case of Boston and Maine Railroad vy. Commissioner (16 
T. (. No. 189) the facts show that the Commissoiner went as far back as 1913 
for the purpose of ascertaining the historical data on certain properties retired 
in 1937 to 1948, inclusive. 

(2) Just recently, in the settlement of Reading Co. for the years 1940, 1941, 
and 1942, the Commissioner went back to 1896 for the purpose of ascertaining 
the then value of property paid in at the inception of the corporation. This for 
the purpose of determining the invested capital credit. 

(3) In every case in which the taxpayer has depreciable or depletable prop- 
erties, the Commissioner's office, once in about 5 years, examines the taxpayer's 
books and records for the purpose of ascertaining whether or not the deductions 
for prior years were sufficient. If the Commissioner finds that the taxpayer took 
an insufficient amount for depreciation or depletion for prior years, the Commis- 
sioner sets up what he determines to be the correct amount for such prior years, 
making such computation apply back to the acquisition of the properties, which 
in some cases is even prior to 1913, Any experienced revenue agent will bear out 
this statement. 
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(4) Let me take a most likely situation. In 1951 a taxpayer retired a piece 
of property which it acquired in 1916, Claiming a large loss, or reporting a 
profit in the event of a sale or exchange. What happens? The revenue agent 
goes back to 1916 to ascertain whether or not the taxpayer had deducted the 
proper amount for depreciation, and if for any year or years the taxpayer failed 
to take any deduction, or a deduction for an insufficient amount, the revenue 
agent recomputes the loss or gain on the disposition of the property in 1951 by 
charging that taxpayers with the insufficient amount taken in prior years. This 
is an everyday occurrence to the Bureau of Internal Revenue. 

(5) Now let me give you one of the best illustrations of all. All taxpayers, 
literally thousands of them, who claim an excess profits credit based upon in- 
vested capital under the current Excess Profits Tax Act of 1950, must go back 
to the very time the corporation was formed and build up the historical data of 
each item of property which was turned in to the corporation for stock or as 
paid surplus. The same thing is true of property otherwise acquired for the 
purpose of ascertaining the accumulated earnings. See section 487 (c) of the 
code, 

(6) Moreover the burden is on the taxpayer to prove its own case, Doubt- 
less if the bill is made retroactive, as it should, taxpayers will be required to 
submit detailed data in support of any corrections which are sought to be 
made. The Commissioner will require this to be done in such a way that it will 
be a very easy matter for the Bureau to check the details thereof. Thus, there 
will be very little work on the part of the Bureau. 

So, when the Treasury Department says that the retroactivity of H. R. 5168 
would cast an undue burden upon the Bureau it is saying something that can- 
not be sustained on the analysis of actual experience of what goes on within 
the Bureau of Internal Revenue in the audit of tax returns. 

True, there are literally millions of tax returns, but very few, very few 
indeed—only 15 or 20 taxpayers to the best of my belief—who were adversely 
affected by the Virginian Hotel Corp. decision. Even as to these few returns, 
they are among the old taxpayers whose books are constantly audited and 
reaudited for the purposes which I have just set forth. 

Respectfully submitted. 


JoHN E, McCivurt 

The Cuatrman. Mr. Kirby, are vou the first witness on this bill / 

Mr. Kirsy. I think so, Senator. 

The Cuarrman. I thought we would hear Mr. Camp if he were 
here, but he is not here right now. 

Mr. Kirsy. I would like to have Assistant Commissioner Martin 
come up with me on this. 

The CHarrmman. Mr. Martin, come right around, sir. 

Mr. Kirsy. There may be some questions that you would like to go 
into in connection with the administration and the revenue effects of 


the bill and Mr. Martin is thoroughly familiar with those aspects of 
the bill. 


STATEMENT OF VANCE N. KIRBY, TAX LEGISLATIVE COUNSEL, 
DEPARTMENT OF THE TREASURY; ACCOMPANIED BY FRED S. 
MARTIN, ASSISTANT COMMISSIONER, BUREAU OF INTERNAL 
REVENUE, DEPARTMENT OF THE TREASURY 


Mr. Kirsy. The Department is very glad to appear before this com- 
mittee and discuss the aspects of H. R. 3168, a bill which would reverse 
the Supreme Court’s decision in the Virginian Hotel case. 

In brief, the bill would extend the tax benefit rule to such deprecia- 
tion as has been claimed and allowed in prior years, but which is in 
excess of the amount allowable as depreciation. Let me illustrate. 
Assume that the allowable yearly amount of depreciation with respect 
to certain property is $1,000 a year. The taxpayer claims, and the 
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Bureau does not disallow, a $2,000 depreciation deduction for that year. 
In other words, he is taking a deduction in excess of the properly 
allowable depreciation. He continues this practice through five loss 
years, and several years thereafter sells the property. 

Under the present law, as laid down in the Virginian Hotel case, 
the basis of the property for determining whether gain arose on the 
sale will be reduced not only by the $1,000 yearly allow: ible deprecia- 
tion, but as well by the $1,000 excessive de] yreciation which he has 
claimed on his return, even though in the ies loss years the taxpayer 
received no tax benefit from the excessive deduction. 

The Supreme Court indicated that this result followed since: 

Congress has provided for deductions of annual amounts of depreciation 
which, along with salvage value, will replace the original investment of the 
property at the time of its retirement. The rule which has been fashioned by 
the court below deprives the taxpayer of no portion of that deduction. Under 


that rule, taxpayers often will not recover their investment tax-free. But 
Congress has made no such guaranty 


that you will recover your depreciation tax-free. 


Nor has Congress indicated that a taxpayer who has obtained no tax advantage 
from a depreciation deduction should be allowed to take it a second time. The 
policy which does not permit the second deduction in case of “allowable” de- 
preciation is equally cogent as respects depreciation which is “allowed 

It should be noted that the Commissioner of Internal Revenue in 
IT 2944, which was issued in 1935, took the position soviet ately con- 
firmed by the Supreme Court in the Virginian Hotel case. The Vir- 
ginian Hotel case came down in 1943. In 1935 the Commissioner of 
Internal Revenue took the same position which was ultimately con- 
firmed by the Supreme Court in the latter case. 

Senator Kerr. 1 wonder if you could stop right here and just 
briefly state the position of the De ‘partment and the conflict avhiech 
exists which the Gillette-Hickenlooper amendment seeks to resolve. 

Mr. Kirey. I think it really would be a little clearer if I followed 
this statement, which is a fairly short statement, Senator. 1 would 
be glad to go over any part of it later. 

Senator Kerr. I must say IT can follow a fellow a lot better if I 
ean clear up any doubts and do not remain in such a condition of 
uncertainty until some opening in the cloud might make me see the 
light which I otherwise would not perceive. 

Mr. Kirny. Let me say that the Gillettee-Hickenlooper amend- 
ments only affect the effective date. 

Senator Kerr. That is all the marriage license does with reference 
io children born thereafter, you know. It is a matter of timing, I 
know that. 

Mr. Kirsy. Under the bill no reduction in basis will be made in the 
above illustration for the excessive portion of the depreciation claimed, 
that is, where a person took $2,000 of depreciation during five loss 
years instead of $1,000 which was properly allowable under the law. 
Under that illustration the bill would restore the excessive deprecia- 
tion to basis and would allow you to carry it forward into the later 
years. . 

* Senator Kerr. Let me ask you a question. I want to get a picture 
of the problemi, if lL can. Does it have to do with a situation where 
a taxpayer took more than the normal rate of depreciation in a year 
in which there was no taxable gain and, therefore, no profit against 


94591 52 2 








6 ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC. 


which to charge that excess depreciation, and now, or at some time 
prior to this and subsequent to the decision, sought to get the credit 
for that excess depreciation in the same year in which he did have a 
profit or a taxable income? 

Mr. Kirsy. That is correct. That is the situation. 

Senator Kerr. Is that the problem or the proposition we are con- 
sidering ¢ 

Mr. Kirsy. That is exactly the situation. 

Senator Kerr. And does the Treasury oppose that ? 

Mr. Kirsy. The Department is quite concerned about that. 

Senator Kerr. Well, I understand that. I am kind of concerned 
about it, too. 

Mr. Kirpsy. For three considerations, the first of which 

Senator Kerr. Just answer my question. Do you oppose that 

Mr. Kirsy. We really do not favor this bill even in its reduced 
form. The Department, on the House side, opposed the bill as origin- 
ally introduced by Representative Camp because it went back to years 
as early as 1932 and would have resulted in tax refunds even for open 
years under the World War II excess-profits tax. Now, the House 
modified the effective date so that it would permit only refunds with 

respect to years after 1947. Now, that sueleication much improved 
the bill but, in our view, the bill is not desirable. First, it is not neces- 
sary prospectively, because of the carry-over provisions of the present 
law. 

We have a 7-year carry-over of any losses, so that it will be unusual 
for a taxpayer not to receive tax benefit from excessive depreciation. 
It there had been a comparable carry-over of losses back during the 
depression years so that the excessive deductions were not completely 
lost insofar as tax benefit were concerned, then this problem really 
would not have arisen. 

Senator Kerr. Now, in the light of that, does the Treasury oppose 
the bill or the amendment ¢ 

Mr. Kirsy. Yes. 

Senator Kerr. It does? 

Mr. Kirsy. Yes. 

Senator Kerr. Do you oppose it on the ground of being against the 
principle or on account of what the cost of the bill would be ¢ 

Mr. Kirsy. The cost is not as much as we believed at one time. 

Senator Kerr. Regardless of that, do you oppose the bill because 
of the principle or because of how much you think it would cost in 
revenue ¢ 

Mr. Kirny. Well, we oppose it, first, as T said. for the reason that it 
is not necessar y for the future, due to the long carry-over per iod, and 
second, because the benefit that would be given under this bill would 
be very unevenly distributed. In other words, the only real relief 
that would be forthe ‘coming is to persons who, after 1947, still retain 
property which they held in those earlier loss years, generally in the 
1930-35 depression period. It is only those taxpayers holding, say, 
factories or hotel property during the depression | vears and still retain 
that property after 1947 who would obtain any benefit under the bill. 

Now those taxpayers who were in exactly the same situation in 
1930-35, that is, who had claimed excessive deprec lation in loss vears 
but who had sold or otherwise disposed of the property prior to 1948, 
will obtain no benefit whatsoever under the bill. The bill thus would 
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discriminate against them, as well as against those who did receive a 
tax benefit in the depression years from excessive de preciation, This 
latter group received a tax benefit of only 15 percent approximately 
whereas the bill would return benefits to a sae few under a 50 
percent rate. 

Senator Kerr. That is a marvelous speech, but 1 would appreciate 
it if vou answered my question. 

Mr. Kirsy. I am giving you the main reasons why the Department 
does not really favor this amendment, Senator. 

Senator Kerr. Is your opposition based on the fact that you oppose 
the principle of the bill or is it on account of the losses in revenue, o1 
both’ Will you answer that question for me? 

Mr. Karey. It is both, Senator. 

Senator Kerr. It is both / 

Mr. Kirsy. Yes. 

Senator Kerr. | understand that, but I am afraid you lost me in 
your long dissertation, and as I looked at you I was afraid you were 
getting a ‘little confused yourself. You oppose it both on the question 
of principle and loss of revenue ¢ 

Mr. Kirsy. On revenue. 

Senator Kerr. Now, that is what you just said. 

Mr. Kirsy. On revenue and the equity provisions, uneven distribu- 
tion. 

Senator Kerr. That is part of the principle; isn’t it/ 

Mr. Kirsy. Yes; 1 would say so. 

Senator Kerr. You oppose it both on the principle and loss of 
revenue ¢ 

Mr. Kirnsy. Yes. 

Senator Kerr. Yet, as I understand it, you say that it is not of any 
necessity because the same benefit is available since 1947, or 1948, 
through the carry-over provision of the law applicable since that time. 

Mr. Kinny. Yes. 

Senator Kerr. Is that correct / 

Mr. Kirsy. That is right. 

Senator Kerr. Well, then, that would be a recognition of the prin- 
ciple involved in this bill insofar as the present law is concerned: 
would it not? 

Mr. Kirsy. That is right, insofar as the present law is concerned. 

Senator Kerr. Did you oppose that provision in the present law / 

Mr. Kirsy. No, indeed; we recommended that. 

Senator Kerr. Then, if I get it right, you are in the position of 
opposing this bill on principle and having recommended another 
bill which put into effect either a similar principle or a principle 
which would produce similar results. 

Mr. Kirsy. I will put it this way, if I may, Senator—— 

Senator Kerr. Just answer my question the way I put it. 

Mr. Kirey. 1 would say that the enactment of this bill is not neces- 
sary, in view—— 

Senator Kerr. I understand that. You covered that. 

Mr. Kirsy. What the bill does is hand out relief in eertain cases 
attributable to actions in the past whereas in other similarly situated 
cases they do not obtain that relief. Under present law all taxpayers 
are treated equally on current actions. That is the point. 
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Senator Kerr. If they sold the property, they are not in the same 
position as the ones who haven't sold; are they ¢ 

Mr. Kirsy. They are different to that extent. 

Senator Kerr. Well, that is the difference; isn’t it 

Mr. Kirey. That is the difference; yes, indeed. 

Senator Kerr. Then, don’t you find yourself in the position of op- 
posing the application of this principle prior to a certain period 
and favoring it subsequent to a certain period? Isn't that one re- 
sult ? 

Mr. Krrsy. I think that is exactly it, Senator. 

Senator Kerr. All right. That is what I want to get. 

Mr. Kirsy. May I say this—— 

Senator Kerr. You can say anything you want to after vou an- 
swer the question. I am simply waiting for you to answer the ques- 
tion. I get lost when you make a speech before you answer the 
question. Now go ahead. What did you want to say? 

Mr. Kirsy. I want to say this: that if we were to start completely 
afresh and we did not have the retroactive effects of this amendment, 
which would operate unevenly in its application, I think we would all 
agree that the bill is entirely 5 my K 

Senator Kerr. You think is a sound principle. You think it 
should not be made cuaiaian because in doing so its benefit would 
not accrue to everybody; it would not accrue to those who, had they 
not sold, might have been benefited. 

Mr. Kirsy. That is right. 

Senator Kerr. All right. 

Mr. Kirey. And there are other bars to getting the relief. 

Senator Wituiams. Mr. Kirby, do I understand correctly —— 

Mr. Kirsy. Senator, could I just continue / 

Senator WittiamMs. Yes. 

Mr. Kirpy. It is not merely the fact that they may have sold the 
property prior to the effective date of the bill: there are other reasons 
that would deprive them of the benefit of this bill, if it were broad- 
ened as is sdosinnel by the Gillette-Hickenlooper amendment, to give 
relief in all prior open years. In other words, such broade ning would 
also discriminate against people that have allowed their tax years 
to close. 

Senator Kerr. Would you favor the broadening of the bill to make 
t applicable to those ? 

Mr. Kirny. If all people would be treated the same- 

Senator Kerr. Don’t make a speech on general equity now: just 
answer the question. Would you favor broadening it to include those 
who are not in the position to get the benefits of it but who had similar 
losses ? 

Mr. Kirey. Senator, the cost would be enormous. 

Senator Kerr. Will you answer the question? If you can’t an- 
swer the question, just say so; but, if you can answer it, answer it. 
Do you favor that ? 

Mr. Kirey. I cannot favor it when the cost would be so enormous, 
Senator. 

Senator Krrr. Just say “No”; just tell me you don’t favor it if 
you don’t favor it. That is a simple question. Do you or do you not 
favor broadening to where it would cover those / 

Mr. Kirsy. I would not favor it, in view of the enormous cost. 
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Senator Kerr. All right. 

Mr. Kirey. I would like to give the reasons for the answers that 
I give you; that is all, Senator. 

Senator Kerr. As I said, 1 don’t mind how many reasons you give 
for an answer, but I sure would appreciate getting the answer and 
then the reasons. 

Mr. Kirey. Let us look at the three important aspects that I think 
the committee should consider in taking up this bill. 

Senator Wituiams. Mr. Kirby, before you start making that point, 
may Ll ask vou a question / 


Mr. Kirpy. Yes. 


Senator WiniiamMs. Do I understand vou correctly to say that it 
is the Treasury’s position that, if a firm claims a $2,000-a-year de- 
preciation and under the law they would probably only be eligible 
for $1,000, they should still keep the $2,000 computation ? 

Mr. Kimny. Yes, and that is exactly what the Supreme Court held. 

Senator Wittiams. The question is this: Just suppose you have a 
firm that has held this same property for 15 or 20 years and did not 
ome mn any depreciation at all and they sell it, do you allow them to 

“arT'Y, under the present-day law, the full 3 $ 100,000 which they paid 
Sia if, or do you mi ke thei CO baek mathematica Hy and comnute an 
imaginable depreciation / 

Mr. Kinny. We make them go back. 

Senator Witiiams. Notwithstanding the fact they had never 
claimed it, vou make them go back and compute it 

Mr. Kinny. Yes: make them go back, under the statute, and make 
them deduct their allowable depreciation. It is not an imaginable 
figure, but depreciation actually sust: mined and under two Supreme 
Court decisions, of long standing, U. S.v. Ludley and Fidelity-Phila- 
delphia Trust Co., it must be taken ht account. 

Senator Wittiams. It is allowable / 

Mr. Kirny. Yes. 

Senator Wittiams. You make them do it even though the y neve 
claimed that in their computation for income-tax purposes ? 

Mr. Kirpy. Yes, under the above two cases. 

Senator WiILLIAMs. When vou make them claim it . do vou make 
them go back to the income taxes in years when they did not claim it ? 

Mr. Kirny. If the vears are open, they would be entitled to recom- 
pute their taxes, 

Senator Wittiams. And if they are not open vou do not ? 

Mr. Kirsy. There would be no tax recomputation if the statute of 
limitations has run, but adjustment of basis for allowable depreciation 
would still be required. 

Senator Wittiams. What is the statute of limitations? 

Mr. Kirny. Three years after the filing of the return, generally. 

Senator WitniaMs. It is the Treasury’s position that if a corpora- 
tion claims in excess of what you recognize you make them go back 
and correct it because that is in favor of the Treasury Department, but 
if they fail to claim any at all you still go back and penalize them 4 

Mr. Martin. It is required by law. 

Mr. Kirey. The statute says you have got to take into account the 
allowable depreciation. 

Senator Witiiams. Do you think that statute is right ? 

Mr. Kirey. I think it is. 
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Senator Witiiams. Do you think you have a right to make them 
carry back even though they haven't taken credit for it? Do you think 
you have a right to ti ake it away from them if you don’t give it to them 
both ways? 

Mr. Kirny. Yes. I would say the income-tax law intends that you 
compute your tax on an annu: al basis, and it tries to give you depr e- 
ciation for each particular year involved in order to determine the 

taxable income for that particular year. Now, with respect to a fail- 

ure to comply with the statute and with the statute of limitations 
running on that failure, you just cannot go back under the law and 
readjust the taxable income for that year. Depreciation must be 
recognized when it occurs and cannot be postponed to suit the conven- 
ience of the taxpayer. 

Senator Kerr. I believe we had a little discussion here the other 
day in which you said you would favor a law which permitted that. 

Mr. Kirsy. Maybe so, Senator. 

Senator Kerr. Where the situation existed, that you would compel 
them, at a certain date, to readjust previous returns to reflect. depreci- 
ated amounts so that the price, if sold today, would be correspondingly 
reduced. I believe you said in a situation similar to that, where, by 
your action, or by the workings of the law. they had to take a charge- 
off in the year in which their tax return was closed, that you would 
permit the opening of it to where they would get the benefit of the loss 
which the Treasury under the law compelled ‘them to take. 

Mr. Kirsy. I think you may be referring to that section 3801 which 
does try to wash out some possible inconsistent positions by the tax- 
payer or the Government. 

Senator Winu1aMs. I think I can see where you can support one 
position of the Treasury, but I can’t see how you can support both 
these positions at the same time. 

Mr. Kirey. You see, Senator, if a taxpayer fails to take the depre- 
ciation which the law allows him, he should not be able, in a later year 
to take that which he failed to take in the appropriate year. 

Senator Wiutams. He has to pay the capital-gains tax under the 
existing law. as I understand it. For instance, if the property cost 
him $100,000, and he held it for 20 years, he is allowed $50,000 for 
depreciation in his return even though he never deprec jated it, but 
if he is taking off $75,000 you still make him deduct it. I can under- 
stand one or the other but I can’t understand both. ; 

Mr. Kirey. If he has taken off $75,000 during the earlier years, then 
the law requires, and the Department agrees, that the $75,000 must 
be subtracted from his cost in computing his profits. So if, during 
the earlier years, he took as a depreciation $75,000 even though the 
allowable depreciation might have been only $50,000 for those : years, 
and let us say, the statute ‘has run on adjusting tax liability in those 
years, and he sells it for $100,000, then he is taxed on the $75,000 gain. 
That seems fair, of course. I mean, you should not allow him to 
have a double deduction for depreciation, 

Senator Frrar. It looks like in that case you are not only allowing 
him a double one but you are not allowing him a single one. 

Mr. Kirey. In the case Senator Williams stated, he assumed he 
bought the property for $100,000 and during the earlier years he 
deducted $75,000 for depreciation, and the statute ran on these years, 
and let us assume that he was overdepreciating it, taking too large 
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an amount and he should have only taken $50,000, then in computing 
the gain on the property when he ‘sold it in a later year for $100,000 
the statute requires that you deduct the $75,000. This ver ‘y situation 
was one which the 1932 amendment here in question was intended to 
meet. 

Senator Frear. You take the position, if the property cost $100,000, 
that sometime during the life of that property, if he does not sell 
it, he is allowed to take in depreciation $100,000. He may not always 
take it. If he sets it up on a 25-year basis and he skipped a year 10 
years ago, he can’t go back and claim that, after it has run 3 years, 
as I understand it? 

Mr. Kirsy. That is right. 

Senator Frear. But he always has the opportunity, within the 3- 
year period, of getting 100 percent back on his investment ¢ 

Mr. Kirsy. That is right. 

Senator Frear. Under any circumstances. 

Mr. Krirsy. That is right. But if he allows a year to go by without 
taking any depreciation and the statute runs—— 

Senator Frear. How far back? Three years? 

Mr. Kirsy. Three years. 

Senator Frear. If he finds his mistake within 3 years he can go 
back and make an amended return for the year in which he did not 
take his allowable deduction / 

Mr. Kirsy. That is right. 

Senator Wiun1ams. What if it is a farmer who owns property and 
never took any depreciation and he should sell it, would you still go 
back and compute an imaginable depreciation in computing his capital 
gain ¢ 

Mr. Kirey. Yes. When you say “imaginable,” the computation 
is of the allowable depreciation, the depreciation he is entitled to take 
under the law and which has actually occurred. Moreover, it is some- 
times a difficult thing to figure out how long the life of this barn is. 

Senator Frear. Who determines the life of the barn / 

Mr. Kirsy. The taxpayer, in the first imstance, and the revenue 
agent, in auditing his return. 

Senator Frear. When the revenue agent disagrees with the tax 
paver, whose judgment is taken ? 

Senator Winiiams. The revenue agent’s. 

Mr. Kirsy. That is right, unless an agreement or compromise is 
possible. 

Senator Kerr. The taxpayer can go to court. 

Mr. Kirsy. Yes; that is entirely right. Hecan go from the revenue 
agent, whose decision is final in the first instance, to the conferees, 
then to the appellate staff of the Department, then he can vo to the 
tax court. 

Senator Frear. To the appellate staff in the Department at the 
recional level or in W: ishington / ‘ 

Mr. Kinny. At the regional level: ves. 

Senator Kerr. The record will show that Senator Millikin is in the 
meeting, that he has to leave to go to another committee but he will 
return. 

Senator Minnikin. Will you be good enough to count me for quorum 
purposes ¢ 

Senator Kerr. Thank you, Senator. 
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Senator Marrin. Mr. Chairman. 

Senator Kerr (presiding). Senator Martin. 

Senator Marrin. Mr. Chairman, it seems to me that the questions 
of Senator Williams and Senator Frear, and the answers thereto, 
have brought out, in a general way, not as it pertains to this particular 
bill but in a general way, the difficulty that the ordinary taxpayer 
has in order to correct what he thinks is an error in his taxes. [1 am 
referring to the man who is too small in business or in an occupation 
to have expert bookkeepers and accountants, and as these two Senators 
from Delaware both state, in most of those cases the man does pay 
what the collector says he ought to pay, because he just can’t afford 
to go through the different things, Mr. Kirby, that you refer to. 

Now, the big corporations, the rich people can afford to have an 
accountant and an attorney, but the smaller taxpayer can’t, and it 
sees to me we are just getting this thing entirely too meres 

Now, this matter of depletion of property is a very serious matter 
because farm buildings have to be replaced, small office buildings have 
to be replaced, and if a man is a prudent man he sets up depreciation 
for that purpose. It is a very important thing. What I am getting 
at, I think the Congress and the departments down here ought to 
set this thing up so it is easier to understand, so that it is less 
complicated. 

Mr. Kirey. Right on that point, I think this should be brought out, 
that this bill is really not at all for the little fellow. The little fellow 
will not be able really to operate under the bill to get back this pos- 
sible excessive depreciation that he may have now in the loss years. 
It is an extremely complicated job. But, as I was indicating to the 
committee, for the future years the hardships that this bill is directed 
at—and I do not hesitate to say there were hardships that resulted 
from this rule—those hardships will not result in the future, as I 
pointed out, in view of the carry-over of losses over a -year period. 

Senator Kerr. This is the reason I cannot understand your opposi- 
tion to the bill on the basis of principle, because you favor a principle 
which is either identical or similar to the one now in the law with 
reference to present occurrences of like kind or character, but oppose 
the application of that principle, which you endorse as being whole- 
some, to years in which it was not available and as the result of which, 
even though there may be a limited few, the sum total of those that 
suffer still are in a position to take advantage of the curative effect of 
the legislation. 

Mr. Kirsy. It is exactly that, the uneven distribution of the bene- 
fits of this bill. 

Senator Kerr. Yet you say you would oppose making it available 
to all, even those who sold their properties and for that reason would 
not be ina position to take advant: ige of it. I do not understand you 
opposing it because it does not cover enough and at the same time op- 
posing it because it covers them all. So I ‘think it reduces itself to the 
place where your opposition is based on the revenue. You think it 
costs too much. 

Mr. Kirsy. I won't say exactly that. I want to remind you that 
when I answered that question I said that the revenue lost from mak- 
ing that applicable to all, without regard to whether the taxpayer still 
owned the property with respect to which excessive depreciation was 
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obtained, or irrespective of whether the statute of limitations was still 
open in the earlier year 

If we gave relief without regard to those bars then the revenue loss 
would be very, very large. Moreover , it would be actual cash going 
out of the Treasury as ‘refunds while providing the treatment pro- 
spectively results in lessened revenues only. 

Senator Kerr. It reminds of the monarch who took the position 
that those who had died because of oppression in the past should not 
be helped and those who still lived should not be relieved from the 
oppression because there had been those who suffered the same op- 
pression and now being dead were beyond relief. 

Mr. Martin. Could I add something to that statement. Mr. Kirby? 

Mr. Peer. Yes. 

Mr. Marrin. Mr. Chairman, opening the statute of limitations, 
making it applicable to all—— 

Senator Kerr. What is your name? 

Mr. Martin. Martin, Assistant Commissioner of Internal Revenue. 

Senator Kerr. Your remarks will be put in the record. 

Mr. Marrinx. Opening the statute and making this relief applicable 
to all taxpayers would make a tremendous administrative burden on 
the Bureau. 

Senator Kerr. Now, 1 would not want to do that. I woul think 
we should be as tender in the matter of putting burdens on the Bureau 
in the collection of taxes as we are in putting burdens on the people 
who pay the taxes. 1 believe we should have that in mind. 

Mr. Kirsy. With respect to the administrative problems, the tax 
benefit rule proposed by H. R. 3168 would operate with respect to 
excessive depreciation claimed since February 28, 1913, to the extent 
that property in existence during the intervening years, or with a 
substituted basis therefor still remains in the property account on the 
effective date of the bill. Claims submitted under the proposal would 
thus involve reexamining tax returns for taxable years beginning prior 
to 1948. 

This is under the bill which is before the committee. 

Senator Kerr. Are not you constantly reexamining those returns? 

Mr. Kirny. No. There are some returns that have not been com- 
pletely audited even much earlier than 1948, but this would require 
the Department to go back and look into returns that had closed Jong 
ago. 

Senator Kerr. This does not apply to all taxpayers, does it / 

Mr. Kirsy. It would apply to all taxpayers who have any property 
now and which they owned in the years to which the bill applies, 

Senator Kerr. Don’t you think that is a very limited number 

Mr. Kirsy. Yes. 

Senator Kerr. And did not you say there was a very limited num- 
ber ? 

Mr. Kirny. Yes. 

Senator Kerr. The extent to which this limited number would be 
reduced it would reduce the number you would have to go into. 

Mr. Kirpy. Yes. 

Senator Kerr. And reduce the burden that you have. 

Mr. Kirsy. As Mr. Martin said, if you open the statute completely 
then you would have to go into a lot more returns. 


94591—52——_3 











14 ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC. 


Senator Kerr. Is there such amendment before the committee, or 
are we discussing such proposal, or are you objecting to something 
that has not been suggested # 

Mr. Kirsy. No; it was in connection with the question that the 
chairman asked and that Mr. Martin commented upon. 

Senator Kerr. Proceed. 

Mr. Kirsy. From the administrative standpoint, the bill would im- 
pose substantial problems, since many early returns may no longer be 
available and since it would be necessary to reaudit loss year returns 

carefully to determine whether there existed offsetting unreported in- 
come items and the accuracy of items claimed. 

In other words, Senator, to determine the excessive depreciation 
that was claimed in the loss years—and those are basically the years 
between 1930 and 1935—you would have to go back and really carefully 
audit those returns, perhaps for the first time, to determine the exact 
excessive amount of depreciation taken, the amount that is in excess 
of the taxable income, and whether there was really tax benefit from 
its deduction. 

Senator Kerr. You would not have to audit anything but the de- 
preciation account, would you? 

Mr. Kirpy. Yes, you would have to audit really the whole return. 

Senator Kerr. Now, just a minute, Mr. Kirby. If a fellow claimed 
$10,000 excess depreciation had been taken in 1935 and he now wanted 
to take credit for that and have his tax return for that year, which 
was closed out, show he had lost. $25,000, would the Treasury have to 
audit anything in that return except the depreciation account ‘ 

Mr. Kirsy. Well, let me ask Mr. Martin whether the Department 
would audit that return. 

Mr. Marrin. The nearer you get to a taxable income by making an 
adjustment the more verification would be required. 

Senator Kerr. Some day you boys are going to answer the questions 
that Task you. It would be a new experience, but some day you will 
learn we will move faster if you just answer the questions that are 
asked you. 

Mr. Martin. It would require an audit of the return in most cases, 

Senator Kerr. Now, the case I mentioned, where he had this $25,- 
000 loss and where he claimed an excess of $10,000 depreciation and 
asked to have credit for that, how much of his return for that year 
would vou have to audit to fill the requirements of this bill 4 

Mr. Marrin. Senator, I can’t answer that question without seeing 
the return. It may be a return on which there was a $30,000 deduc- 
tion other than depreciation that is questionable. If the $30,000 de- 
duction was improper, then it may well be that the excessive depre- 
ciation actually did result in tax benefit. 

Senator Kerr. This does not open up that question, does it! 

Mr. Marrin. Yes, it does. 

Senator Kerr. Show me where in this bill it might open anything 
but the depreciation account. 

Mr. Marrin. The bill says nothing about it directly, but to de- 
termine whether he has actually had “losses in the loss’ years we are 
talking about losses that are properly deductible. 

Senator Kerr. I thought that had already been determined. 

Mr. Marri. It has not been. 

Senator Kerr. It has been, and finalized. 
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Mr. Martin. We look at the returns 

Senator Kerr. I am going to put you under oath in a moment. 

Mr. Marri. I will be clad to be put under oath. 

Senator Kerr. I want you to show me in this bill where it would 
open up the return of the t taxpayer for purposes other than to audit 
the depreciation account, in the situation I described. 

Mr. Martry. It does not open the return for assessment or refund, 
if that is what you mean. 

Senator Kerr. What does it open it for other than to determine 
whether or not the depreciation was there ¢ 

Mr. Marrin. To determine whether there was a tax benefit or not 
from excessive depreciation. 

Senator Kerr. If he had an over-all loss of $25,000 and that has 
been finalized, what part of this bill would enable you to go back and 
determine whether it was accurate or not? Now, read the bill to me 
and read to me the provision that either gives you that right or im- 
poses that responsibility on you. 

Mr. Martin. The first sentence, reading as follows: 
in respect of any period since February 28, 1913, for exhaustion, wear and tear, 
obsolescence, amortization, and depletion, to the extent allowed as deductions 
in computing net income and resulting in a reduction of the taxpayer’s taxes (but 
not less than the amount allowable) under this chapter or prior income-tax laws. 

Senator Kerr. Mr. Stam, have you heard the question I asked this 
man ? 

Mr. Sram. Yes. 

Senator Kerr. Is there anything in this bill that would open uP, the 
general tax return of a taxpayer in the situation that I asked him 
about ? 

Mr. Sram. This would be the general result: When you went back 
and looked at the old return you would reexamine it, unless the statute 
specifically forbade you from doing that, and the statute does not 
specifically forbid you from reexamining the entire income deductions 
in that back year. 

In order to determine whether or not there was a tax benefit involved, 
they would feel it incumbent upon them to reexamine their whole 
return, even though they could not make an assessment or make provi 
sion fora refund. That is the general principle in the law, and unles 
the bill itself would specific ally probit them, I would think they 
would feel inclined to think that they would have to do that. 

Senator Kerr. Is not the sole purpose of the bill to give the taxpayer 
the benefit, in a taxable year, of an excess depreciation that he took 
in a year in which he had losses, and therefore did not owe any taxes ¢ 

Mr. Stam. You would have to determine in the first place—— 

Senator Kerr. Isn’t that the sole purpose of the bill ? 

Mr. Stam. That is right, but you have got to determine eae or 
not he really did get the benefit of that deduction in the prior ye 

Senator Kerr. Lf he did not get any deduction, would he still. get 
the benefit ? 

Mr. Stam. Suppose he had taken an excessive deduction on another 
basis, say, and you come along and when you look at that return you 
find out that other deduction should not have been allow ed, then that 
would cut his losses down and it might cut the benefit due to the 
depreciation deduction. 
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Senator Kerr. But you are still looking at the depreciation account, 
arent you 

Mr. Stam. Maybe so, but you are looking at the old return to deter- 
mine whether he got a tax benefit from these other deductions. In 
trying to determine whether or not he might benefit from this depre- 
ciation deduction, you have got to look at the other deductions, to 
determine whether or not he got a benefit from. the depreciation de- 
ductions. 

Senator Kerr. You mean, if he had an expense for lawyers’ fees 
and interest on a loan to the bank, that if he claimed those and you 
could now determine that he did not have them, that you could reopen 
that part of his account under the bill? 

Mr. Stam. You could reopen it under the general law, unless the 
Congress specifically prohibited you from doing that under this bill, 
which they have not done. 

Senator Kerr. I thought once a tax was closed and finalized, either 
by action of the Treasury or the statute of limitations, that it took the 
discovery of fraud, newly discovered, or an act of Congress for them 
to go back into that. 

Mr. Sram. They could not make an assessment on that, but they 
could go back to determine whether or not the person had received a 
tax benefit as an offsetting item. They can always go back and offset 
one item against another, even though they cannot assess any addi- 
tional tax. That has always been the case, caiee the Congress should 
specifically provide in the law that they should accept the other items 
of the return as being correct and simply make this adjustment, and 
it has not done that. 

Senator Kerr. Instead of saying they could accept the other items 
as though they were correct, would it be difficult to put an amendment 
in here to the effect that the tax returns for those years are not other- 
wise open by this bill, except with reference to determining as to 
whether or not there was an excessive depreciation for which the tax- 
payer might get a tax benefit ? 

Mr. Sram. It could be done. 

Senator Kerr. Would that be unusual, or is there a precedent for 
it / 

Mr. Sram. It would be unusual, but there is some precedent for it 

Senator Hory. You would have to review his return to see whether 
he got a benefit or not. 

Senator Kerr. I think the only review he would have to make 
would be (1) to find out how much excess depreciation there was, 
and (2) whether or not the loss for that year was equal to or greater 
than that amount. 

Senator Horny. In order to determine that, would you not have to 
look over the return ¢ 

Senator Kerr. I do not see how you would have to look over any 
part of the return except the final figure, that he had a $10,000 loss 
or a $7,000 loss. 

Senator Hory. I was assuming the return shows losses, and some- 
times the right losses, of course, but suppose you took out _ the de- 
preciation account maybe $30,000 for depreciation that year, if you 
took that out, then you would have the question of Sealine at. these 
others, to see whether or not these others should be allowed. 
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Senator Kerr. I would not think this bill would either impose that 
burden upon them or give them that right with reference to the return 
which otherwise was closed, and it remained so for many years. 

Senator Hory. Mr. Chairman, I was not here when the hearing 
started, but I notice the bill as it passed the House carried it back to 
December 31, 1947. 

Senator Kerr. That carries it back with reference only to years 
subsequent to 1947. 

Senator Hory. That is right. Now the amendment proposed by 
Senator Gillette and Senator Hickenlooper would place it back to 
1932. 

Senator Kerr. Yes. : 

Senator Horny. Well, now, are we to consider both of these 4 

Senator Kerr. Yes. The chairman placed them in the record. 

Senator Hory. I would like to ask Mr. Kirby with reference to this 
amendment proposed here, going back to 1932, is it correct that prac- 
tically all of those returns for any time beyond 6 years to the present 
time had been closed, unless there had been a controversy. 

Mr. Kirpy. Yes; that is right. 

Senator Hory. That goes back to 1932. That is 20 years back. 

Mr. Kirey. Yes. 

Senator Hory. Would not that disrupt a whole lot of things? 

Mr. Kirsy. Even going back to 1932, it would only apply to those 
years that happen to have been kept open by the taxpayer. I don't 
think that it is really contemplated that there will be any tax re funds 
with respect to the years much prior to 1938, and even then that is 
an awfully long time for a taxpayer to keep his years open. 

Senator Hory. 1938 would be 14 years. 

Mr. Kimsy. Yes. And in addition to that, the bill contemplates that 
in order to compute your exc essive depreci lation and to be sure that 
it is excessive depreciation, which is not given a tax benefit, it seemed 
to us that it was intended that you look at the loss year itself, which 
might have been 1930 or 1931, or 1932, those heavy loss vears, and 
that it required us to look into those losses to see whether the de- 
ductions other than depreciation taken were appropriate and to de- 
termine the excessive depreciation which actually did not give a tax 
benefit. 

Senator Hory. Now suppose this amendment was adopted to put 
it back to 1932, what returns would be affected by that / 

Mr. Kirsy. Well, it would affect all the tax returns which have 
been kept open by the taxpayer for recomputation of taxes, all other 
returns having loss years with excessive depreciation and all returns 
for those taxpayers in years subsequent to the loss years. 

Senator Hory. When you say “kept open by the taxpayer,” does 
that mean that it is in controversy in some way / 

Mr. Krrsy. Yes; either on a waiver of claims for refund or just 
due to the 3-year period, which, of course, only goes back to 1948. 

Senator Hory. Going back to 1932, what I was trying to get at was 
ust to see how many folks would be affected by that sort of thing. 
. that a very large volume of unclosed tax accounts / 

Senator Kerr. Between 1932 and 1942? 

Senator Hory. Yes. 

Mr. Kirsy. I think the Senator is asking about the number of re- 
turns that have been kept open since 1932. 
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Senator Horry. Just to get some idea. I know you don’t have an 
accurate list of them. 

Mr. Marrin. There are quite a number of large cases kept open 
from World War years, but very few before the Second World 
War. 

Senator Horr. That is up to 1942? 

Mr. Martin. Yes. There are very few before that. 

Senator Horry. 1942, are there many of those cases open ? 

Mr. Martin. No; but we would have to go back and look at the loss 
years to determine how this applies. 

Senator Kerr. Look at what? 

Mr. Martin. Look at the loss years to determine how much deduc- 
tion was made for depreciation and to see as to whether they got a 
benefit. 

Senator Hory. You would not go back to determine anything unless 
there was some controversy, something open? 

Mr. Martin. That is right. 

Senator Horny. You would not go back to a tax return filed from 
1932, say, up to the war, 1942, unless that tax return was open ¢ 

Mr. Martin. That is right; we would not recompute tax liability. 

Senator Hory. This bill would not affect them ? 

Mr. Martin. That is right. 

Senator Kerr. Nor the amendment ? 

Mr. Martin. Nor the amendment. 

Senator Hory. If you come back to the present bill, the bill runs 
back to 1947. How many would be affected there? A lot of those 
are still open, I guess, from 1947. 

Mr. Martin. They all could file claims beginning in 1948. That 
would expire March 15, of course. 

Senator Kerr. They are all open ? 

Mr. Martin. They are all open. 

Senator Hory. In other words, in that period of 6 years they could 
go ahead and file claims? 

Senator Kerr. Three years. 

Senator Horr. Between 1947 and 1952? 

Senator Kerr. 1948. 

Mr. Martin. 1948 is the first year, and they will expire on March 15. 

Senator Hory. Of this year? 

Mr. Marrin. Of this year. 

Senator Hory. If it was not taken before that time, they would 
not have any benefit from it? 

Mr. Marriy. Unless they filed a claim or the case is open on consent. 

Senator Hory. This bill that passed the House, do you have any 
estimate of what revenue will be lost by allowing this depreciation ? 

Senator Kerr. Let me see if I can answer that ‘by saying this, that 
the bill that passed the House, in view of other legislation - which has 
been passed, would be rather meaningless on one hand, and it probably 
would not cost any additional money than the other measures which 
have been passed already. Is that substantially correct ? 

Mr. Kirny. No, Senator. 

Senator Kerr. Did not you say one of the reasons you were against 
this was because they already had the benefit under the c ‘arry-over ¢ 

Mr. Kirsy. Yes; but let me say this: You see, what the bill is doing 
is picking up depreciation that was taken back, say, in the years 1930 
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to 1935, picking up that excessive depreciation, which did not give 
the taxpayer a ‘tax benefit, and then carrying that forward over the 
years, and if that amount then still produces a tax reduction with 
respect to the years 1948 and thereafter because of the retention of 
that same property, then there will be a tax reduction. 

Now, you see, that is a retroactive aspect. In other words, it is 
depreciation which was already taken many years ago, almost 20 
years ago. 

Senator Kerr. It would not affeet ta unless his income-tax return 
20 years ago was still open, would it ? 

Mr. Kirey. No; that is not true. You see, under this bill you can 
get the benefit of that excessive depreciation taken in the loss year. 
So, picking the year 1930, even though that year is closed, you take 
that excessive depreciation and then work it out through the interven- 
ing years to the first year that is open, and under the bill that first year 
would be 1948, so that it is a part of this excessive depreciation that 
was taken in the early year 1930 that would be brought forward to 
1948, and then you get a in benefit if you still own the property. 

It is, as I say, that retroactive aspect that produces this revenue loss 
that Mr. Martin will tell you of in a minute. In other words, the 
entire bill as passed by the House costs about $56,000,000, it is believed. 
That is in addition to anything that would be lost under the present 
law. 

Senator Hory. This says you can go back to any period since Febru- 
ary 28, 1913, for exhaustion, wear and tear, obsolescence, and so forth. 

Mr. Kirsy. Yes. 

Senator Hory. Under this bill, could you go back and pick up de- 
preciation anywhere back there and give benefits in connection with 
the returns since December 31, 1947, 1f this was passed? For instance, 
this says you can investigate these things about depreciation since 
February 28, 1913. 

Mr. Kinny. Yes. 

Senator Hory. This limits it to returns to after December 31, 1947, 
but in figuring the amount you can go back over this period since 1937, 

Mr. Kirpy. Yes. 

Senator Hory. You can look into the returns to see where the exces- 
sive depreciation occurred ¢ 

Mr. Krrey. Yes. 

Senator Hory. It even goes as far back as 1913. 

Mr. Kirsy. Yes; to pick up the excessive depreciation which did 
not give you a tax benefit. 

Senator Kerr. Let me see if I can illustrate that. Let us say they 
find there was $100,000 of excessive depreciation on property which, 
we will say, was worth $500,000, and whie h, under the law, would be 
taken in 35 years, the depreci iation taken in 33 years, that would mean 
if there was $100,000 excessive depreciation for which he had not 
received taxable credit it would increase the base to the extent of 
$3,300 a year. Is that right, Mr. Stam? 

Mr. Stam. That is right. 

Senator Kerr. Now then, under this bill; he would not be entitled 
to that item of $3,500 a year for those years prior to 1948, and for the 
years subsequent to 1948 he would not be entitled to take the $100,000 
but only the $3,300 a year for that number of years out of the 33 which 
occurred subsequent to January 1, 1948. Is that a correct statement? 
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Mr. Marri. If I understood vou, I think it is. 

Senator Hory. Would not that involve then an examination of the 
return all the way back? You could not just examine it since 1948. 

Senator Kerr. It would entail an examination only of those returns 
in the loss years, and with reference to which some recouped deprecia- 
tion was claimed. 

Senator Hory. That is what I say. It would necessary for the 
Treasury to go as far back as they had taken depreciation. 

Senator Kerr. On the items they are still taking depreciation on 
and with reference to which all deprec iation had not been taken. 

Senator Horny. That is right. They would have to go back and see 
how much depreciation h: ad been taken through the years, and then 
they have a memorandum where there was a loss, and then bring it 
down to 1948, 

Senator Kerr. But in 1948 and 1949 they will be entitled to rec -~ 
a credit for only that part of the depreciation represented by 1 vea 
that is, in the 1948 return, only the depreciation which was alloc able 
to 1948, which, if it was a 30-year depreciation, it would be 3 percent, 
a 50-vear depreciation, it would be 2 percent, or a 20-year deprecia- 
tion, it would be 5 percent. 

Senator Hory. That would be only to 1948. You do not get the ac- 
cumulation under this bill? 

Senator Kerr. No, you do not get the accumulation under the bill. 

Senator Hory. You mean you only take it for 1 year? 

Senator Kerr. You take it year by year in a proportionate amount, 
and you cannot take it for those years which are closed. 

Senator Hory. You review this thing and find the loss years to 
1913, where they had losses and where the depreciation was excessive, 
and you bring it down to 1948 and you see how much it is. Do you 
have to take it all in 1948? 

Senator Kerr. No, you cannot take anything in 1948 except that 
part which would ordinarily be allowed in 1948. 

Senator Hory. Would you have to take whatever would be allowed 
in 1948, or could you take more in 1949? 

Senator Kerr. Under our present law, you have got the carry-over 
and that means for the 5 percent alloc able to 1948 you either change 
it from profit to loss or increase the loss and, therefore, you get no 
benefit for it in 1948. 

Under the provision of the 5-year carry-over, you would be per- 
mitted to carry that over into the next year in which you had a taxable 
profit. 

Senator Hory. It could run through the whole 5 years intervening 
ever since 1948 ? 

Senator Kerr. The only part you could get credit for in a taxable 
year, an amount that he was not in a position to take credit for in the 
vear that he did not owe any tax, would be by reason of the provision 
of the other law which gives the right to carry over any loss he may 
have had for 5 years. 

Senator Hory. That would be applicable to this? 

Senator Kerr. Yes. 

Senator Hory. So conceivably he could get benefit for every year 
since 1948, 2 

Senator Kerr. That is right. 
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Mr. Kirsy. For the remaining life of the property, Senator. 

Mr. Marrin. Mr. Chairman, there would probably have to be some 
examination of all the intervening years to trace the property through. 
You would have to reconstruct the depreciation schedules all the way, 
for instance, from 1933, if that is the loss year, to the taxable year you 
are working on. 

Senator Hory. I understand that. 

Senator Kerr. If I understand this bill, it says: 

To the extent allowed as deductions in computing net income and resulting in a 
reduction of the taxpayer's taxes (but not less than any amount allowable) under 
this chapter or prior income tax laws. 

[ mean that very definitely limits any credit 
to the extent allowed as deductions in computing net income and resulting in a 
reduction of the taxpayer's taxes. 

Mr. Kinny. That really is the wording that requires, in our minds, 
the reexamination of the contents of this loss to really determine 
whether this excessive depreciation taken does not result in a tax bene- 
fit, in other words, it does not result in a reduction of the taxpayer's 
Taxes. 

Senator Kerr. Now will you proceed with your statement ? 

Mr. Kirsy. I think, Senator, that you have brought out the points 
that we wanted to make with you. 

Senator Kerr. You don’t think I made your case for you 4 

Mr. Kirsy. You brought the points out. First, there is the fact that 
it will result in a revenue loss, then the fact that it will result in ad- 
ministrative burdens which have been illustrated to you, then the fact 
that there is, in our minds, no real need for this legislation for the 
future, and then the fact that the uneven distributions of the relief 
are so spotty that I do not think you would produce more over-all 
equity by passing the bill than you would by leaving it where it is. 

Senator Kerr. You oppose it because it is wrong in_ principle, 
and you oppose it because it gives a benefit to some and denies it to 
others, and then you oppose it because it loses too much revenue, 
and then you oppose it because there is not a like loss of revenue with 
reference to those taxpayers who are not affected by it. 

Mr. Martin. I would like to emphasize, Mr. Chairman, the adminis- 
trative difficulties and the arguments that will ensue from endeavor- 
ing to determine how much depreciation was allowable for 1933, 1934, 
1935, and so forth. 

Senator Hory. I believe you said the estimate of losses on this bill 
as passed by the House would be about $56,000,000, 

Mr. Kirsy. That is without including any allowance for interest. 

Senator Hory. That is right, without allowing any loss for inter- 
est. That loss would be about $56,000,000, 

Senator Kerr. Do you understand, Senator, whether that would 
be in 1 year or over what period of time 

Senator Horny. What is the fact 

Mr. Kirsy. It would be over the remaining period of time during 
which Virginian Hotel prospects remained in existence. 

Senator Kerr. How much time? 

Mr. Kirpy. We don’t really know exactly how long. 
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Senator Kerr. Mr. Kirby, I don’t know how you arrived at the 
figure, if you don’t know how a it is per year and for how many 
years. 

Mr. Martin. Until the property is fully exhausted. 

Senator Kerr. How much would it cost in 1952? 

Mr. Martin. We had not computed it on an annual basis, because 
it is going to cost the tax benefit from whatever depreciation is still 
allowable after 1947. 

Senator Kerr. How did you come to the conclusion without some 
formula by which you arrived at it? 

Mr. Martin. We estimated that 40 percent of the property was 
still in existence on December 31, 1947, and the whole 40 percent has 
yet to be allowed in some years. 

Senator Kerr. I would want to know whether that $56,000,000 
loss was going to occur in 1952 or 1953 or 1962 or 1963. 

Mr. Marvin. It tapers off over a period of a few years. 

Senator Kerr. How many? 

Mr. Martry. Depending upon how long is the life of the property. 

Senator Kerr. He f many ¢ 

Mr. Martin. 20, 30, 40 years. 

Senator Kerr, T cas the $56,000,000 loss in revenue you estimate 
would occur in a period of from 20 to 40 years? 

Mr. Martin. The most of it is in the arly years of that period. 

Senator Kerr. How much would it be in 1952? 

Mr. Martin. It would be just a very wild guess. 

Senator Kerr. I think the whole thing is a wild guess. 

Mr. Martin. If it is $56,000,000 from 1948 on, then in 1952 per- 
haps it might be $1,000,000. 

Senator Kerr. About $1,000,000 in 1952? 

Mr. Martin. Yes; just as a guess. 

Senator Kerr. That is what you wanted to know, isn’t it? 

Senator Hory. Yes. Now I want to know if the amendment is 
adopted, have you any estimate as to what the loss would be on it, 
taking it back to 1932? 

Mr. Martin. We have estimated $7,000,000 more on that account. 

Senator Hory. Which would make it a total estimate of $63,000,000? 

Mr. Martin. That is right. 

Senator Hory. All right, that is what I wanted to get at. 

Mr. Martin. Plus interest 

Senator Hory. Yes. 

Mr. Kirsy. I think it ought to be pointed out, in connection with 
the estimates, that they are, at the very most, really a guess. I mean 
the statement of $56,000,000 perhaps sounds a little more accurate 
than it really should be. The Bureau of Internal Revenue people 
who are familiar with these things have tried to give you the benefit 
of their judgment on it. That firure is the very best guess. It is 
really almost anybody’s guess, in view of the large number of un- 
known factors. We don't know, for ex xample, how many pieces of 
property there are in existence now that were held by the same tax- 
payer back in 1930-35 and were overdepreciated at that time. 

I mean, that is just one of the factors that makes it so difficult. 

Senator Kerr. Thank you, gentlemen. We will probably call on 
you again. 
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STATEMENT OF HON. A. SIDNEY CAMP, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF GEORGIA 


Mr. Camp. Mr. Chairman, and members of the committee, I am 
the author of this bill which I introduced in the House. I have been 
extremely interested in the questions proposed here. 

The Supreme Court, as you know, in the Virginian Hotel case, con- 
strued our amendment to the internal revenue laws which was passed 
in 1932. This decision of the Supreme Court, if I remember cor- 
rectly, was a 5-to-4 decision. It resulted in the only instance in 
the administration of our tax laws where our Government denied 
a taxpayer the right to correct any error which had resulted in no cost 
to the Government. I thought it was unfair and unjust, and that 
is the reason I have such interest in it. 

Now there is no taxpayer that I know of in my State that has one 
of these cases open. But I have taken the position, and have taken 
it in other legislation, that so long as our Government finds it neces- 

sary to tax our people at such high rates as we have now, the Goy- 
ernment should give every taxpayer every consider ‘ation that was 
fair and reasonable, 

I introduced this bill, and it came up for hearing. The Treasury 
appeared and made their sole opposition on the basis of the fact that 
to pass this bill as I originally introduced it—and if I may digress 
here, I will say, if these amendments which you have mentioned are 
passed here, the bill will be just as I originally introduced it—the 
Treasury estimated that it would cost a total of from $300,000,000 
to $ $350,000,000. 

The committee was in favor of the bill, but we had a conference, and 
they said this is going to cost $350,000,000 to make it retroactive to 
1932. 

Senator Kerr. And that was the date which marked the beginning 
of the period in which the inequities had occurred ¢ 

Mr. Camp. Yes, sir. The decision was later, but the statute dates 
to 1932. 

Now we had a conference and the Treasury said that if it were not 
made retroactive they would withdraw their objection. Th ey made 
that statement in open committee, and then the bill passed our com- 
mittee unanimously. 

Senator Kerr. On the basis that they said they would not objec: 


_to it? 


Mr. Camp. Yes, sir. Now I made all the study that a member of 
our committee could make seeking information from this source and 
that, and I questioned the Treasury representative with all the ve- 
hemence I could maintain, believing that this estimate of $350,000,000 
was entirely wrong. 

Senator Kerr. It was too high? 

Mr. Camp. Too high; yes, sir. I asked, “What percentage of tax 
cases or tax returns are now open in these back years ?” 

{ thought it could not be more than 5 percent of them. I under- 
stand now that the best estimate is less than 2 percent, and the only 
ones that are open now that this bill applies to when you pass the 
amendments, the only caSes open that it would apply to is the cases 
that are open on other matters, that are already kept open by the tax- 











24 ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC. 


payer or the Government, because they are still trying to ferret them 
cut. Those are the only eases that go back. 

Now I understand from the testimony to make it retroactive to 
1932 snc | only cost an additional $7,000,000, 

Senator Krrr. Above what would be the cost of the bill as passed 
by the House ? 

Mr. Camp. That is right. 

Senator Kerr. And with reference to which the Treasury said they 
had no objection. 

Mr. Camp. That is right, and they did not object to it. After we 
removed the $7,000,000 item, then they withdrew their objection, and 
the bill was voted by the committee unanimously and it passed the 
House. 

Mind you, this $7,000,000 will not all eccur in 1 year. They said 
it may take 10 years to absorb it. So the difference was very little. 

Gentlemen, I feel that if these cases are open and these taxpayers 
have made an error, it is not costing the Government anything. They 
were in loss years and, in all fairness and justice, they should be 
allowed to file an amended return and correct that error. 

Senator Kerr. An amendment to an unaccepted or unapproved 
return, to finalize the return 4 

Mr. Camp. That is it, exactly. My position was I could not see how 
we could say, “All right, this bill is good, this has corrected an injustice, 
but we are just going to let it apply to those in the future, and not 
apply to those who have been sorely hurt by the thing.’ 

I just thought it ought to go back to all the cases that were open. 
I took the position at that time, supposing it is $350,000,000, if it is not 
right for the Government to keep it, then it should give it back. 

The principle to me was the same as if a man goes to a merchant 
and says, “Here, vou cheated me 19 cents on this invoice of goods, and 
you cheated me 48 on this one,” and the merchant says, “I w ill give you 
the 19 cents back, but when you come to the 48, that is a different 
principle.” 

Gentlemen, I think the principle is the same, regardless of what is 
involved. 

Now I have, Mr. Chairman, a written statement that I would like to 
read. It is a short one. 

Senator Kerr. We will be delighted to have it read. 

Mr. Camr. This bill concerns depreciation. Depreciation, in in- 
come tax language, signifies the writing off of the cost of income-pro- 
ducing property over the period of time during which the property“ 
wears out or depreciates. In an economic sense a taxpayer has no 
income to the extent that he is only recovering his capital cost. [If we 
impose a tax on income without allowing a proper deduction for de- 
preciation, we are not taxing income—we are appropriating c¢ ipital. 

With taxes as high as they have been for the past 10 years, capital 
has become a precious thing. It is hard for a taxpayer to accumulate 

capital of his own or to attract the capital of others. In your body 
of the Congress, as well as in the House, we have attempted to tax in- 
come fairly—never to appropriate capital, whether directly or by 
some devious means. 

This bill corrects a situation never intended by Congress—a situa- 
tion where certain taxpayers are denied the right to write off the costs 
of their property on a fair basis in figuring income. This result was 
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unfortunately approved by a 5 to 4 decision of the United States Su- 
preme Court in Virginian Hotel Corporation v. Commissioner (319 
U. S. 523). 

The Supreme Court held in effect that a taxpayer could not deduct 
the amount of depreciation actually incurred in a taxable year if by 
mistake on a return for an earlier year he had erroneously overst: ated 
depreciation even though the error did not deprive the Government 
of any taxes. In other words, the effect of the decision is that the 
Commissioner can appropriate a portion of a taxpayer's investment 
in — properties because of a harmless error made in an earlier 
loss vea Now, of course, this is harsh and unfair. So far as I have 
been able to ascertain it is the only instance in the whole history of 
Federal taxation where the Commissioner has sought to penalize a tax- 
payer for an error which had no tax effect. Unfortunately, a 
injustice occurred in a field that is somewhat complicated and so tl 
real significance of it and the real injustice of it was not clearly oii T- 
stood by a great many people. When it is understood, | believe we 
will all agree that in computing a taxpayer's taxes for current years 
or for any past year that is not closed we do not want to deny him the 
right to recover depreciation actually sustained simply because of a 
harmless error made on his return in prior years. If we do this, the 
effect of it is that we tax more than his income and appropriate to the 
Treasury some of his capital. 

Now, let’s see more specifically how this unfair result came about 
and how H. R. 3168 is designed to correct it. Since 1932 the tax 
law has provided that the “basis” of property for determining de- 


preciation or gain or loss upon sale is reduced by depreciation in 
prior years * ‘to the extent allowed (but not less than the amount allow- 
able).” The Virginian Hotel decision held that if a taxpayer erro- 


neously enters on his tax return in a year of loss more depreciation 
than he should, a excessive amount is “allowed” within the meaning 
of the statute if it is never challenged and if the statute of limita- 
tions has run on the vear of the error. The excessive depreciation 
deducted by the Virginian Hotel had not reduc - taxes because the 
hotel’s return would have shown a net loss even with the correct deduc- 

tion for depreciation. It is the rule established by this decision that 
H. R. 3168 is designed to correct. 

This rule has been reluctantly applied by the lower courts, and the 
Supreme Court has repeatedly denied certiorari in cases which clearly 
illustrate the absurdity of the rule. In the Blackhawk-Perry case, 
for example, here is what happened. When the Blackhawk-Perry 
Corp. took over a hotel in 1935, it relied on the Commissioner’s own 
rulings In using a $216,000 cost basis for depreciation. The hotel 
in 1935 had a remaining useful life of 15 years, so that the annual 
deduction for depreciation shown in the taxpayer's returns was one- 
fifteenth of $216,000. The years 1935 through 1941 were loss years. 
In investigating the profit vears of 1942 to 1944, the Commissioner, 
relying on a 1944 change in the regulations, reduced the 1935 cost 
basis from $216,000 to $67,000, Thus the correct deduction for de- 
preciation was only one-fifteenth of $67,000 rather than one-fifteenth 
of $216,000. Nevertheless, the Commissioner took the position—and 
the Court was forced to agree in view of the Virginian Hotel deci- 
sion—that the cost basis of $67,000 should be reduced by the exces- 
sive depreciation shown in the returns in the loss years, despite the 
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fact that the taxpayer got no benefit at all from the excessive deduc- 
tions because its returns for those years would have shown a net loss 
even with the correct depreciation deduction. The result was that 
on January 1, 1942, the hotel in fact had a remaining useful life of 
10 years, but the taxpayer was denied any deduction for depreciation 
actually incurred thereafter simply because of the harmless error 
in earlier loss years. He was forced to overstate his income for 1942 
and later years. 

The Virginian Hotel decision is based on a construction of the 
statute which is completely at variance with the intent of Congress 
as shown by the legislative history. Prior to 1932 the law required 
that basis be reduced by the amount of depreciation previously “allow- 
able’—that is, by the correct depreciation. This provision left 
rather obvious loophole. A taxpayer might deduct more than the 
mea able or correct depreciation, thus reducing his tax, and before 
the error was discovered the statute of limitations might have barred 
the collection of the correct tax. 

And yet, under the old law, it was feared that the Commissioner 
could reduce basis only by the allowable or correct depreciation for 
the prior year. Thus it was feared that the taxpayer could reduce 
taxes by taking excessive depreciation without being required to 
reduce basis by the excess. 

The committee reports on the 1932 act make it clear, that Congress 
was merely attempting to prevent a taxpayer from getting such a 
double benefit when it inserted the present language—‘to the extent 
allowed”—into the statute. Both committee reports referred only 
to this type of situation in explaining the amendment. ‘The expressed 
purpose was to protect the Treasury ‘and to prevent the taxpayer from 
getting a windfall—not to penalize the taxpayer by denying him the 
right at any time to correct an error which had no tax consequences 
whatsoever. 

The Virginian Hotel decision has been universally criticized by 
tax commentators from the time it was rendered in 1943 to the 
present. The decision is recognized by everyone familiar with the 
field as being both unfair and a perversion of the intention of Con- 
gress. Promptly after the decision was rendered the American Bar 
Association and the American Institute of Accountants recommended 
that Congress correct the error and reassert its original intention. 

It was to undo the injustice of the Virginian Hotel rule and to 
restore the law to what Congress intended that I introduced H. R. 3168 
in the exact form recommended by the lawyers and the accountants. 
The bill provides that excessive depreci: ition reduces basis only to 
the extent that it reduced taxes in prior years. It applies the principle 
originally intended by Congress, and prevents a taxpayer from get- 
ting a double benefit. 

As originally introduced, the bill applied to all open years back 
to 1932, the date of the original statutory provision involved. During 
the consideration of the bill by the Ways and Means Committee the 
Treasury stated that the bill might conceivably cost over $300 million. 
Though some of us thought the amount would be only a small frac- 
tion of this figure, no statistics were then available. “Because of the 
uncertainty as to the amount involved the committee amended the 
bill to make it apply only to years after 1947, and reported it out 
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favorably by unanimous vote. There is now pending before your 
committee an amendment offered. by Senators Gillette and Hicken- 
looper which will restore the bill to its original form. Even if the 
amount were large, the Commissioner should not compute deficiencies 
and overassessments in pending cases on the basis of a rule which is 
both unfair and contrary to the intent of Congress. 

However, since last April, when H.R.3168 was passed by the 
House, much study has been directed to the question of the amount 
involved in the Gillette-Hickenlooper amendment. I now under- 
stand that it is generally agreed that the amount involved in this 
amendment is a small fraction of the Treasury’s original estimate 
and that the estimated cost of the amendment is in the neighbor- 
hood of $7 million. 

When H. R. 3168 was before the House last April, Congressman 
Reed pointed out that it had been amended by the Ways and Means 
Committee to apply only to years after 1947. He then continued: 

I hope that when this bill is acted upon by the other body it will reach the 
conclusion that the injustice of the rule established by the Virginian Hotel case 
should be fully corrected. 

I wholeheartedly share Congressman Reed’s hope that this com- 
mittee will report out H. R. 3168 after it has been made fully retro- 
active by the adoption of the Gillette-Hickenlooper amendment. 

Senator Kerr. Thank you very much. Do you have anything 
further ¢ 

Mr. Camp. That is all I have, sir, unless somebody wants to ask a 
question. I think I have covered it. 

Senator Kerr. You have covered it very clearly, and we thank you. 

Mr. Kirsy. Could I say this before Mr. Camp leaves? 

The CuartrmMan. Yes. 

Mr. Kirsy. The Treasury Department, Mr. Camp, did not approve 
the bill even as revised by the House committee. The Department 
felt that the change was a very great improvement in the bill, in view 
of the limitation of the retroactive aspect. I wanted to clarify this. 

The Department did not approve the bill as passed by the House, 
and I want to stress this, that we thought then it improved the bill 
as introduced very much, not to have it go back and permit refunds 
with respect to the World War II excess-profits tax, and at that time 
we thought that the saving in revenue would reduce the cost just by 
that change on the House side by a considerable amount. 

Now since the hearing before the House committee, the Bureau of 
Internal Revenue has been asked to go fully into all data that they 
had, and carefully reexamine it. 

Now that outside figure, which was presented as just a completely 
outside figure, as indicated by you, it was indicated that it could con- 
ceivably amount to a $354,000,000 loss. But the factors, as I indi- 
cated today, are uncert: uin, and the Bureau of Internal Revenue has 
looked at its figures again and now its best estimate—and it is still 
a guess—is far below that. It is something like $70,000,000 for the 
entire Camp bill, and only a part, $7, 000,000, I believe, is attributable 
to the earlier period prior to 1‘ 48. 

At the time that we were over in the Ways and Means Committee, 
as I say, we felt that perhaps more than 50 percent of the revenue 
cost would be saved by the amendment that was made in the Ways 
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and Means Committee, and that is borne out by the report that we 
gave the chairman back in June of this year. 

Senator Kerr. Your present estimate is that the bill as passed by 
the House would cost $56,000,000 ? 

Mr. Kirsy. Thatisr ight, without interest. The interest, however, is 
not too much. 

Senator Kerr. And your present estimate is, if the bill is amended 
to conform to the language that it had when originally introduced, 
and that would be effected by the adoption of the Gillette-Hicken- 
looper amendment, that the additional cost occasioned thereby would 
be $7,000,000 ? 

Mr. Kirsy. That is correct. 

Mr. Camre. May I say this: I am very, very grateful to the Treasury 
for having looked into it in making their revised estimates. They first 
said it would be $354,000,000 before the committee, and it certainly 
was my understanding that by making the amendment, that is, taking 
the retroactive feature from the bill, that when that was done it was 
certainly my understanding that the Treasury withdrew its objection. 

Senator Kerr. Thank you, Congressman Camp. 

Mr. Kirby, does the Commissioner who is with you have anything 
further to say ¢ 

Mr. Martin. Mr. Chairman, I just want to stress the fact that I 
think the important point in this whole issue is the difficulty of 
determining what was allowable depreciation. As an illustration, a 
taxpayer who has taken 5-percent depreciation, we will say, from 
1920 to 1930, and then had loss years from 1931 to 1934, or 4 years, then 
beginning 1935 they had profits again, when we got around to the 
examination for 1935 and later years the rate went from 5 percent to 
t percent, the greatest problem, as I see it, is — Was properly al- 
lowable in those years 1951, 1932, 1933, and 1954 

That is where the administrative difficulty comes in. A taxpayer 
will say, of course, he was entitled in those years to the 4 percent, which 
was allowable in 1935 and later years. On the other hand, it is just 
as reasonable to say he was entitled to the 5 percent that he was get- 
ting prior to 1931 for the years up through 1934. 

Senator Kerr. Don’t you have diffic ulties, which may not be as in- 
tense, or as great, but of like kind and character, in the operation of 
your business ? 

Mr. Martin. That is right, sir, and we have it all the time, but going 
back so far is what bothers us, in trying to put ourselves in the posi 
tion that we had been in then, beeause the depreciation is supposed to 
have been determined as at the end of the taxable vear, and when you 
have got 20 years or more to look back, it is most difficult to put your- 
self back in the position you were in at that time. I think that is the 
real objection of the Bureau of Internal Revenue to this legislation. 

Senator Kerr. I think if you took advantage of your hindsight; 
you would be more accurate then when you take advantage of your 
foresight. 

Mr. Martin. This bill gives an advantage to some taxpayers that 
other taxpayers do not have. 

Senator Krrr. That is right. That is aside from the difficulties 
which you might have to administer it. Is there anything else? 

Mr. Martin. That is all. 

Senator Kerr. All right. Thank you. 

Mr. Walter T. Cardwell. 
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STATEMENT OF WALTER T. CARDWELL, MANAGER, TAX DEPART- 
MENT, S. D. LEIDESDORF & CO., NEW YORK CITY, N. Y. 


Mr. Carpwetyt. Mr. Chiirman, and members of the committee. My 
name is Walter T. Cardwell. IT am the manager of the tax depart- 
ment of S. D. Leidesdorf & Co., certified public accountants, New 
York. I am here as the representative of the firm, and also because 
of a personal equation. I will make my statement as brief as possible. 

I have no written statement to file. For more than 20 vears I was 
— jloyed in the Bureau of Internal Revenue, and as the result of that, 
both in the administrative and technical positions, of course, T had 
something to do with the problem from the Bureau point of view. 

The thing became very active early in 1933, when the returns for 
calendar year 1929, filed March 15, 1930, were about to be barred 
by the st: atute of limitations. Losses sustained by many corporations 
in 1929, 1930, 1931, and 1932 had been passed by the Bureau because of 
the practical aspects of the administration of the tax laws. 

When it is perfectly obvious that the examination of the tax returns 
would produce e no revenue, it was a waste of the Bureau’s time and 
money to go in and make an intensive audit of those returns. They 
were simply based on the ground they would produce no revenue to 
examine them. That being so, the t: axpayer had not called to its atten- 
tion any question about the depreciation deducted in those returns, 

It was at that time the position of some of us that, in all fairness to 
these corporations, the Bureau could issue some press release or notice 
that it was going to take this position, that unless they filed amended 
returns—and that is the only way the taxpayers could protect them 
selves the n the statute would run, and under the 1932 act the amount 
deducted would be treated as the amount allowed. 

Actually, there was no qui arrel with the provision of the 1932 act, 
if the Bureau examined each year pro vas the returns as filed. and 
then the amount deducted in the return could be passed upon by the 
Bureau personally and, if proper, would be allowed. 

The whole fault grows out of the situation where the returns for 
losses were not producing revenue and were passed Ww ithout audit. Of 
course, there was a difference of opinion at that time and no press 
release was issued bet ween 1933 and 1943, a period of 10 years. There 
was issued in 1935 the IT, stating the Bureau’s position. In 1939 the 
Pittsburgh Brewing case came down. 

Senator Kerr. What was the position ? 

Mr. Carpweitu. That is in the statute. The depreciation deducted 
had, in fact, been allowed. 

Senator Kerr. And that the taxpayer would not be permitted to 
reclaim any portion ¢ 

Mr. Carpwein. Exactly. 

Now, I never dreamed in 1933 that I would be here today. I don’t 
know any provision in the law that I feel more strongly about than 
this one. My position is that the C ongress, through the C wunp bill 
and its amendment, is doing nothing more to the 1932 act than it orig 
inally should have done and actually intended to do. The Congress 
has always tried to pass wise and sane tax legislation and to do fairly 
by the citizens. We believe that. 

Senator Kerr. Are you speaking now individually or do you rep- 
resent a considerable number of people ? 
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Mr. Carpwe.u. I will limit that to my own case. 

Senator Kerr, It is acceptable on the other basis. 

Mr. Carpwex. I will be very glad to have that view endorsed by 
others, sir. 

As to the cost of this bill, this is our feeling: Depreciation of prop- 
erty with short lives, machinery and equipment, 5, 10, 15, or even 20 
years, has long since gone. A 10-year life obviously had no interest 
to people in the late 1940’s. Much’ property with long life, buildings, 
has since changed hands through sales and new pieces of property 
acquired. We have no statistics, such as the Treasury has, to base 
the cost of this proposed measure on, but it is inconceivable to us 
that many 1932:tax returns could be open, 1932 and beyond, certainly 
before the war years. We cannot understand how there could be 
much revenue involved in them. 

We urge the enactment of this bill, and we don’t believe that the 
administrative difficulties envisioned by the Treasury will ensue here. 
As a matter of fact, the taxpayers seeking the benefit of this bill 
will have to appear before the Treasury and present their own cases. 
The burden of proof is going to have to be borne by the taxpayer to 
prove the excessive depreciation in the past year. 

The difliculties of determining the life of the property, as you just 
pointed out, Senator, is no greater than any other problem. It is one 
of administr ation and judgment and good sense. So this bill should 
be enacted in all fairness to all people, and no loss will inure to the 
Treasury. It should have been enacted in the first place. 

Senator Kerr. Thank you, Mr. Cardwell. 

Mr. Kilpatrick. 


STATEMENT OF H. CECIL KILPATRICK, AMERICAN BAR 
ASSOCIATION 


Mr. Kivparrick. Mr. Chairman and gentlemen of the committee. 
I appear on behalf of the American Bar Association. I am a member 
of the council of the section of taxation and the chairman of that sec- 
tion asked me to appear. 

The American Bar Association, shortly after the decision in the 
Virginian Hotel case, recommended the same bill that Mr. Camp has 
introduced and as this bill would be if the Gillette amendment were 
adopted, and we are here simply to urge that those amendments be 
approved by this committee and the bill restored to its original form. 

Now, as the committee probably knows, the section of taxation 
customarily does not recommend a retroactive application of amend- 
ments to the revenue laws. 

Senator Kerr. Let me interrupt right there. 

Mr. Kinparrick. Yes. 

Senator Kerr. This does not create a retroactive feature with ref- 
erence to any situation which is not a current matter, does it? 

Mr. Kivrparrick. No; it applies only to open cases. You are cor- 
rect, sir, it does not lift the bar of the statute of limitations. We 
discussed that and did not recommend that that be done. 

Senator Kerr. So actually when the statement was made that this 
was a retroactive measure, that would be subject to a misunderstand- 
ing on the part of one who did not realize that that feature of the 
amendment would make the bill apply only to tax cases which, by rea- 
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son of the operation of some other provision of the law, or some other 
act of the taxpayer or the Treasury, are still pending matters ¢ 

Mr. Kiparrick. Yes, sir. 

By use of the term “retroactive” I mean a change in the rules for 
computing income, which is applicable to years which are in the past, 
at the time that that act is passed, yes. 

Senator Kerr. And with reference to cases which are, by reason of 
some other factor, current matters ¢ 

Mr. Kivearrick. Precisely. 

Senator Kerr. All right. 

Mr. Kivrarrick. I merely want to state that the reason we varied 
our customary approach in this is the reason we have followed in 
other situations, where we found that either the courts by final judi- 
cial construction or the Government by administrative construction 
has reached the conclusion which we believe is clearly in conflict with 
the congressional intent and which, furthermore, results in what we 
conceive to be shocking results, and for that reason we think the “retro- 
active” enactment of this legislation is important, to restore the feel- 
ing of fair dealing at least between the Government and the tax- 
payer. 

In these days of high rates it is of the utmost importance to the 
continued success of our self-assessing system that the taxpayer feel 
that his Government is going to deal with him decently and equitably. 

Senator Kerr. You are taking the position that the tax laws should 
have features in them that would be beneficial to the taxpayers? 

Mr. Kiirarrick. I am afraid I am, Senator. 

Senator Kerr. Well, that is not a new position. 

Mr. Kivparrick. It is a litte old-fashioned, perhaps, sir. 

Senator Kerr. All right, Mr. Kilpatrick, we thank you. 

(Mr. Kilpatrick submitted the following statement in extension of 
his remarks :) 


STATEMENT OF H. Ceci. KILPATRICK, ON BEHALF OF THE AMERICAN BAR ASSOCIATION 


My name is H. Cecil Kilpatrick. I am an attorney practicing in the District 
of Columbia, and a member of the council of the section of taxation. 

Shortly after the decision in Virginian Hotel Corporation v. Commissioner of 
Internal Revenue (319 U. 8. 523 (1948) ), the American Bar Association adopted 
a resolution, on the recommendation of the section of taxation, urging an amend- 
ment of the law to overcome the inequitable result of that case. The association’s 
resolution directed the section of taxation to urge the adoption of that amendment 
upon the Congress, and this we have done on a number of occasions. I appear 
here at the direction of the chairman of the section of taxation, Mr. Morton P. 
Fisher, to present the same recommendation. 

The rule laid down in the Virginian Hotel case and the unfair results of that 
rule are well understood by the members of this committee, and I can add little 
on that subject to what has been said by Mr. Camp and Mr. Sherwood. 

The section of taxation has made a great many recommendations for changes 
in the tax laws during the past 10 or 12 years, and a number of these have been 
approved by you gentlemen and have become law. As you may have observed, 
our recommendations are usually that such changes be prospective in operation 
only. It is only in cases where we have felt that the courts or the Government 
have applied the law contrary to the clear congressional intent, with an extremely 
harsh and unfair result, that we have recommended retroactive changes. This 
is one such case. 

The congressional intent seems clear that the 1932 amendment, which brought 
the “allowed” concept into the statute, was for only one purpose, to prevent a 
taxpayer from getting the tax benefit of excessive depreciation deductions by 
having his rate changed after it was too late for the Government to collect the 
deficiency resulting from such deductions (H. Rept. No. 708, 72d Cong., 1st sess., 
p. 22; 8S. Rept. No. 665, idem, p. 29). 
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Chief Justice Stone, in his dissenting opinion in the Virginian Hotel case, 
denounced the result as inequitable and incongruous, and said: “So inequitable 
a result cannot rightly be achieved by saying that a ‘deduction’ for depreciation 
which never has been deducted from gross income has nevertheless been 
‘allowed’.” 

In the same case, Mr. Justice Jackson, speaking for himself and Justices 
Roberts and Murphy in a separate dissenting opinion, said: 

“The question comes simply to this: Whether the Commissioner, upon deter- 
mining whether taxpayer has in good faith erred, may use a correction insofar 
as it helps the Government and adhere to the mistake insofar as it injures the 
taxpayer.” 

We submit that such is the shocking result of the interpretation placed upon 
the statute in the Virginian Hotel case, and we urge that justice be done by the 
adoption of this bill in the form in which it was originally introduced in the 
House: 


STATEMENT OF WILLIAM T. SHERWOOD, FORMERLY ASSISTANT 
COMMISSIONER OF INTERNAL REVENUE, WASHINGTON, D. C. 


Mr. Srerwoop. Mr. Chairman, and members of the committee, I 
am William T. Sherwood, formerly Assistant Commissioner of In- 
ternal Revenue. 

My interest in this matter stems from my service in the Bureau. 
While T was in the Bureau I was opposed to the Virginian Hotel rule. 
I argued against the issuance in 1935 of 1. T. 2944, which first laid 
down the rule later affirmed by the Supreme Court in the Virginian 
Hotel case. In my opinion the rule was clearly contrary to the fair 
treatment which taxpayers should expect and, I think, generally re- 
ceive in the Bureau. 

There is no reason why the Commissioner should seek to hold 
taxpayer to an error which did not affect taxes. The Supreme Court 
apparently considered that this result was required by the word “al- 
lowed” in the statute. The Court’s opinion reasoned that deprecia- 
tion was “allowed” if it was entered in a return and not challenged. 
This reasoning is obviously fallacious when applied to a year when 
the excessive depreciation shown on the return had no tax effect. 

This Virginian Hotel rule is unjust and should be corrected for all 
open years. If the cost were large, that fact, in my opinion, would 
simply make more compelling the Government’s obligation to cor- 
rect this rule. However, statistical analysis has made it clear that 
the cost of applying the bill to open vears prior to 1948 is not large. 
Asa general proposition, I do not favor retroactive legislation. That 
is certainly so where there is a change in policy. But when a gross 
and obvious wrong has been done in clear violation of sound policy y; 
and of congressional intent, I think Congress should reassert from the 
beginning what it always intended. 

I. T. 2944 was not applied to all taxpayers falling within its terms. 
In the settlement of many cases to which it was applicable the depre- 
ciation was determined without invoking the rule. I know this from 
my own experience in the Bureau and from discussions with peo- 
ple in and out of the Government who were settling cases prior to 
the Virginian Hotel decision. Most depreciation schedules, particu- 
larly in the larger corporation cases, were adjusted by 1943. The I. T. 
was abe ays obnoxious, and during the period from 1939 to 1943 the 
Third Circuit Court of Appeals decision in the Pittsburgh Brewing, 
rejecting the principle of the I. T., was the only court’s decision 
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outstanding. Taxpayers who were at all competently advised would 
not have thought of settling their depreciation schedules on any such 
basis as the principles laid down in the I. T. 

It was usually only small or medium-sized corporations without 
competent accounting advice to whom the rule was applied. It is my 
feeling that the amounts involved in the great majority of cases are 
not large enough to have been kept in mind over a period of years. 
It is my feeling that only a comparatively small number of corpora- 
tions—only those who were badly hurt—are likely to make claims, 
even as to years still open. This is confirmed by inquiries made by 
the Committee on Federal Taxation of the American Institute of Ac- 
countants 3 vears ago, which indicated that even at that time there 
would have been only a small number of taxpayers interested. I 
think, therefore, that the claims under this bill in its original form 
will be much smaller than some persons would contemplate and the 
actual cost to the Government much small than even proper statistical 
estimates would now indicate. 

Senator Kerr. Allright, Mr. Sherwood. Thank you, sir. 

Mr. Suerwoop. You are entirely welcome. 

Senator Kerr. Mr. Wolfe. 


STATEMENT OF PAUL V. WOLFE, CERTIFIED PUBLIC ACCOUNTANT, 
NEW YORK CITY. N. Y. 


Mr. Wotrr. Gentlemen, I am Paul V. Wolfe, a member of the bar 
and a certified public accountant of the State of New York. [am also 
a partner in the public accounting firm of Harris, Kerr, Forster & 
Cow public accountants, of 18 East Forty-eighth Street, New York 
City, N. Y. My firm and the firm of Horwath & Horwath are con- 
sultants to the American Hotel Association. I am appearing here 
today on behalf of the American Hotel Association and my state- 
ment is concurred in by the firm of Horwath & Horwath in support of 
the Senate amendment to the House bill H. R. 3168 

The House bill H. R. 3168 is directed toward correcting the gross in- 
equities that arise out of the 5-to-4 decision in the Supreme Court case 
ot Virginian llotel Corporation v. Zhe Commissioner, cited in 319 
U.S. 523. The m: jority opinion in the Virginian Hotel case has re- 
ceived severe criticism from the American Bar Association and the 
American Institute of Accountants, which two organizations are most 
highly respected in tax legislative matters. ‘The majority opinion in 
the case has also been criticized in the June 1943 issue of the Harvard 
Law Review, as well as in many other periodicals specially devoted to 
tax matters. A brief summary of the important facts in the case are 
as follows: 

From 1927 to 1937 the taxpayer on its income tax return deducted 
depreciation on certain of its assets on a straight line basis. No ob- 
jection was taken by the Commissioner or his agents to the amounts 
so claimed and deducted. In 1938 the taxpayer claimed a deduction 
on its 1938 Federal income tax return for depreciation at the same 
rates as used in prior years. The Commissioner determined that 
the useful life of the equipment was longer than the petitioner claimed 
and that, therefore, lower depreciation rates should have been used. 
The depreciation, at the higher rates as deducted on returns prior to 
1938, was subtracted from the cost of the property. The remainder 
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was taken as the new basis for computing depreciation and a lesser 
deduction for the year 1938 was accordingly allowed. For the years 
1931 to 1936 ,inclusive, the taxpayer had sustained a net loss and hence, 
the depreciation deducted on said returns did not serve to reduce 
any taxable income of the taxpayer. The taxpayer did not challenge 
the new rates determined by the Commissioner for the year 1938. 
However, the taxpayer contended that the amount of depreciation 
claimed for the years 1931 to 1936, inclusive, which was in excess of 
the amount properly allowable as determined by the Commissioner 
in 1938 should not be subtracted from the depreciation basis since 
such excess did not serve to reduce the taxable income in the years 
1931-36. The taxpayer won in the Tax Court and the circuit anal 
of appeals reversed. The majority opinion in the Supreme Court 
affirmed the holding of the circuit court. 

In summary, the issue before the Supreme Court was whether the 

taxpayer was obligated to reduce the cost basis of its assets for pur- 
poses of computing depreciation in 1938 by the amount of excessive 
depreciation determined in 1938 that was deducated on its tax returns 
for the years 1931 to 1936, inclusive, in view of the language of section 
113 (b) (1) (B). The latter section provides in substance that the 
adjusted basis of the depreciable assets shall be its cost or other appro- 
propriate value less depreciation to the extent allowed—but not less 
than the amount allowable. The majority opinion held that even 
though the taxpayer received no tax benefit for the excessive depre- 
ciation during the years 1931 to 1936, inclusive, the cost basis of the 
asset must be reduced by the amount of depreciation deducted on said 
returns in those years. The dissenting opinion of Chief Justice Stone 
labeled the position of the majority as being an incongruous result 
and concluded that the taxpayer should not “be compelled to reduce 
its tax basis by the excessive depreciation taken on the return in 
1931-36 since no tax benefit had been secured by the taxpayer for 
such excess. Mr. Justice Jackson wrote a dissenting opinion and 
joined in the dissent of Chief Justice Stone. 

I believe that both the majority and the dissenting opinions are 
agreed that if the taxpayer had secured any tax benefits for the 
excessive deduction, the basis of the taxpayer’s assets should be reduced 
by the amount of the excessive depreciation for which the taxpayer 
secured a tax benefit. 

Section 113 (b) (1) (B) was amended by the Revenue Act of 1932 
and added the word “allowed” to the statute. A careful reading of 
the legislative history of section 113 (b) (1) (B) clearly indicates 
that Congress had no intention in 1932 of amending the law so as 
to result in the conclusion of the majority opinion in the Virginian 
Hotel Corporation case. It is respectfully submitted that the con- 
gressional intent fully supports the dissenting opinion of Chief Jus- 
tice Stone in that case. 

The Senate amendment to House bill H. R. 3168 now before you 
restates the intention that Congress had in 1932 when section 113 
(b) (1) (B) was revised so as to leave no doubt as to what the con- 
gressional intent was at that time. 

The deduction for depreciation permitted by the Internal Revenue 
Code must necessarily be based on an estimate of the useful life of 
the depreciable asset. The estimate of useful life must be based on 
such facts as can be ascertained at the time the estimate is being made. 
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A taxpayer can be guided by norms developed for similar type assets, 
but to a great extent, the useful life of any specific asset will be affected 
by a number of factors, such as, the attention and re pairs given to it, 
the extent of use causing wear and tear, climatic conditions, type of 
material, constructive or component parts, obsolescence factors, and 
so forth. 

When a taxpayer has made an estimate of useful life and has com- 
puted and deducted depreciation on the basis of the known facts at 
that time, the provisions of H. R. 3168 would not permit a subsequent 
adjustment of such a deduction whether or not tax benefit had been 
derived therefrom. The proposed bill would only permit the adjust- 
ment of. depreciation deductions in prior.years when it was subse- 
quently determined that such prior deductions were erroneous and the 
excessive depreciation deduction was not justified by the known facts 
at the time of the deduction. The adjustment of such excessive and 
erroneous depreciation deductions is limited to the save that a tax- 
payer did not realize tax benefit. 

It is with great emphasis that I urge eo you favorable consider- 
ation to the Senate amendment to House bill H. R. 3168 which does 
nothing more than to restate with clarity the intent of Congress in the 
Revenue Act of 1932 so that justice will be done to the taxpayers of 
this country who have been caught in the tax crossfire result of the 
majority opinion of the Supreme Court in the Virginian Hotel Corpo- 
ration case, 

I would like to add a few further comments that I think are impor- 
tant for you gentlemen to have in mind, in your consideration of the 
bill before you. 

Senator Kerr. All right. 

Mr. Worre. On the subject of depreciation, going back to the years 
in the 1930's, we all recognize what the dollar was worth at that par- 
ticular time. In the 1930's, properties were erected with real hard dol- 
lars, and it is only upon those dollars that the taxpayers are entitled to 
depreciation. 

We know what the dollar is worth today. The dollar has declined 
in value tremendously. It was at that time the position of some 
of us that, in all fairness to these corporations, the Bureau could issue 
some press release or notice that it was going to take this position, that 
unless they filed amended returns—and that is the only way the tax- 
payers could protect themselves—then the statute would run, and 


Ii, 


under the 1932 act the amount deducted would be treated as the amount 
allowed. 

Senator Kerr. What you say is even though the bill is passed by the 
inclusion of the Gillette-Hickenloopéer amendment the taxpayer would 
still be recouping hard dollars with those not so valuable. 

Mr. Wore. That is right, sir. 

Senator Kerr. All right. 

Mr. Wotre. Both the Virginian Hotel and Perry Black Hawk are 
cases dealing with hotels. We have had requests from the membership 
to direct our atttention to the inequity in those cases, and that is why 
I am here. 

I do not have any cases on the subject before the Bureau, and T am 
merely appearing here in an effort to point out to you gentlemen the 
gross inequities in principle that are involved in the decided cases 
mentioned. 
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Picture the situation of a taxpayer who is obligated to put a life on 

an asset. Anybody might differ on the life established. These two 
cases which have come down on that particular point illustrate the 

squeeze in which the taxpayers are put. They estimate a life, and 
many times the Bureau goes along and does not examine their returns, 
with the result when they do arrive at a period where there is a taxable 
net income the Bureau comes in and they change the life, by reducing 
the life so as to create greater taxable income for the period. I speak 
with experience on the subject, having represented many taxpayers 
before the Bureau. Ordinarily, where there was a loss, the Bureau 
was not concerned with giving attention to the subject of deprecia- 
tion, but as soon as the taxpayer gets in a position where there is a 
taxable income the Bureau scrutinizes the deductions taken for 
depreciation. 

The result is the Bureau claims a smaller amount, and the taxpayer 
invariably has got a fight on its hands, or had to accede to it. The 
Virginian Hotel Company case and the Perry Black Hawk case par- 
ticularly point out the difficulty that the taxpayer is under. 

All this bill is intended to accomplish is to do equity in that where 
there is an excessive amount of depreciation, where both the Bureau 
and the taxpayer recognize that the ‘re is an excessive amount of de- 
preciation for which the taxpayer received no tax benefit, the idea 
is to endeavor to make him whole. Of course, in the period where 
he had been taking the larger amount of depreciation the Bureau 
claimed that it was much less. In the actual application of the act 
there is part of it that even the taxpayer does not get, because he is 
actually charged with allowable depreciation in any event. 

Now, insofar as the administrative difficulties of this bill are con- 
cerned, this is a relief measure for taxpayers. The taxpayers must 
take the move in order to get relief. If they just sit idly by and do 
nothing about the provisions of this act the Treasury has nothing to 
pay out and has nothing to do with the adjustment of depreciation. 

Senator Kerr. You say the burden of proof is on the taxpayer ? 

Mr. Worre. That is exactly right, and he is the one that must 
assemble the information that is necessary to implement the intent 
of this act. 

Senator Kerr. He must meet the burden, 

Mr. Wourr. He must meet the burden. So that when the Depart- 
ment of the Treasury comes around, those things are lined up for the 
agent and it is set forth before him clearly, because that is the obliga- 
tion of the taxpayer under this bill. 

Insofar as the open years are concerned, I don’t think the fact 
should be overlooked that the only years that are open are years where- 
in there were some taxes due. If there were no taxes due there was no 

need for the Bureau to go into it. 

Senator Kerr. The Bureau, however, engaged in the audit of the 
return ¢ 

Mr. Worre. Precisely, sir. This bill is only intended to cover the 
situation where there was no tax benefit. For the years covered surely 
there were some tax disputes. So I do not see anything in the point 
that administratively you have got to go back over all these years. 
This bill does not relate to any situation where the taxpayer does not 
secure a tax benefit. Since those years are open, then under those 
circumstances the matter is before the Bureau and can be very ~asily 
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corrected if there is an excessive amount of depreciation on that 
return. If there is no excessive depreciation then the matter goes by 
and the other issues are determined. 

Now, so much for my comment with respect to administrative diffi- 
culties. 

There is one item, however, that I would like to point out, that has 
not been repeated but it has been brought out in the discussion, as to 
what the attitude of the Bureau may be in the case where a taxpayer 
claims now or has shown that there is an excessive amount of depre- 
ciation where there was no tax benefit in prior years. There may be 
an attempt on the part of the Bureau to go back into some of the other 
items claimed in the return and say, “You are not entitled to that 
deduction,” with an effort to eut down an excessive amount which the 
taxpayer would ordin: ily get. 

So I think that in this bill there should be an effort made to restrict 
any adjustment with respect to prior years solely to the question of 
the excessive amount of depreci: tion and not to put the taxpayer in 
the position of meeting counterissues by the Bureau, wherein they 
might say there are certain traveling and entertaining expenses, or 
there might have been’ some interest deduction was was not properly 
allowable, solely to cut down the excessive amount of depreciation. 
The Bureaw has always maintained where items put on returns, and 
they are not audited by the Bureau, that those are the amounts that 
are allowed. This is the only item that people have to contend with in 
the determination of the taxable income that is not certain and fixed to 
a great extent, that depends upon opinion. Every other item I think 
you gentlemen are acquainted with, whether it has to do with interest, 
rent, salaries, wages, supplies, or what have you, is very well fixed, but 
when it comes tothe subject of depreciation, that is a matter of on 

If at some particular time, at any time, in my opinion, it is deter- 
mined that the amount yt by the taxpayer in the past on de- 
preciation was excessive I believe that any adjustin ent with respect 
to prior years should relate sole ‘ly to that excessive amount. 

In good conscience and e juity T cannot understand w hy the Treas- 
ury, or the Bureau, opposes this bill. 

Senator Kerr. You do not need to go into that. 

Mr. Wourer. Gentlemen, those are the added comments that I 
wanted to make on this subject, together with those that are con- 
tained in my written memorandum. 

Senator Kerr. All right, Mr. Wolfe, thank you. 

Mr. Sutherland. 


STATEMENT OF WILLIAM A. SUTHERLAND, WASHINGTON, D. C. 


Mr. Surnmertanp. Mr. Chairman, you have been very patient here 
this morning and I will not take anv more than a few minutes. I 
would like to comment on just a few things. 

Senator Kerr asked about the necessity of investigating these prior 
returns in order to see whether there were other items in them or 
whether the Commissioner should confine himself solely to the de- 
preciation item. My own belief is that in most of the cases no atten- 
tion would have been given to the returns where the loss was large 
enough to make it clear that any reasonable adjustments would not 
result in income. 
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That was true in the only two little cases which I have had person- 
ally where this question was involved. There might be a case where 
there was a claim of excessive depreciation where it was close enough 
to the line so the Commissioner might have to investigate other items. 
I don’t think it is serious as a practical matter. If you wanted to 
amend the bill as just suggested to make clear that you would only 
want the Commissioner to go into this item, I don’t think any injustice 
would be done to the Government. 

Senator Kerr. Don’t you think the intense desire on their part to 
expand into something else is by reason of not liking this feature, that 
actually there is no problem there that needs any recognition ? 

Mr. Suruertanv. There is no problem. The problem that Mr. 
Martin mentioned does not impress me at all. The depreciation which 
is determined to be excessive in 1935 was determined to be excessive 
on the basis of studies which were being made in the late 1920’s and 
early thirties, and they would have changed the 5 percent to 4 percent 
on one of those earlier years if there had been any investigation made 
for that year. 

It is also true in the few little cases I have seen that there has been 
no dispute with the Government as to what was the proper rate of 
depreciation in those preceding loss years. 

Senator Kerr. In other words, if the principle of its recognition 
should be established, you think the matter of how much it involves 
is not subject to any great controversy ? 

Mr. Suruer.anp. The Bureau would handle that problem, Senator, 
just like they handle most problems. You can conjure up theoretical 
difficulties here but no practical difficulties exist in the usual case. Of 
course, you will find a case where there will be some difficulties. I 
don’t mean there never will be any difficulties, but, as a general ad- 
ministrative proposition, it presents no difficulties. 

Senator, there is one word or two that should be said about the 
presentation that the Treasury makes of this problem, which is an 
attempt to confuse it. 

Senator Kerr. I would suggest that you discuss the merits of the 
bill only. 

Mr. Surnertanp. I think that the merits have been pretty well dis- 
cussed. ‘There were a few matters where there was some confusion 
in the presentation that I thought might be cleared up. 

The only time that this rule was ever applied its application did not 
depend on how much time had elapsed between the loss year in which 
the excessive depreciation occurred and the time when the adjustment 
was made. There has never been any effort to set up any time limit 
on making the correction in the loss year. It has been made to depend 
solely on whether or not the statute of limitations happened to be 
open on that preceding loss vear, at the time the adjustment was 
finally made. So that it has been pure happenstance as to whether the 
rule has been applied to a particular taxpayer or not. 

If the return for the loss years had been kept open on waiver, which 
was true in the cases of most of the larger corporations, so I am in- 
formed—if for example the returns were open for loss years 1930 to 
1934 when the 1935 adjustment was made—it might have been ad- 
justed in 1938 or 1939—they would not have applied the Virginian 
rule to that situation. They would have adjusted the preceding loss 
years to the correct basis, just as they adjusted the profit year to the 
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correct basis. And in the case of a taxpayer in the same situation, the 
same plant, the same machinery, if it happened that the statute of 
limitations had barred the assessing of additional taxes for the loss 
year, then if the Virginian Hotel rule was applied it would bar the 
correction in the loss yea 

_ Now, the running of the statute of limitations on a loss year, assum- 
ing it is a real loss year, is prenenten meaningless. The only thing the 
statute of limitations runs against is the collection of taxes, and if 
there are no taxes due there i is “nothing upon which the statute of limi- 
tations can truly run. 

When the 1932 act was passed Congress wanted to enact a statutory 
estoppel against the taxpayer claiming the second time a deduction 
from which he had alre sady derived a benefit. The committee re port 
states that the situation Congress was interested in was a situation 
where a man may have claimed excessive depreciation and the statute 
of limitations may have barred the Government from the collection 
of taxes due. There was never any intention, never any reason, why 
the statute should have been enacted except where the statute of limi- 
tations had actually barred taxes that the Government was entitled to. 

The CuamrMan. Was not one of the purposes of the 1932 amend- 
ment to simply prevent the taxpayer from taking double depreciation ? 

Mr. Surner.anp. That is exactly right. - If you save taxes by this 
error they want you to reduce the basis by the same depreciation by 
which you saved taxes. ‘The Commissioner never would come here and 
ask you to do any more than that. 

To my mind the Commissioner’s position here seems quite immoral. 
There are one or two other situations similar to this that should be 
brought before the committee. However, there is none more shocking 
than this. I refer to situations where the Commissioner has come to 
you with a perfectly just complaint as to a situation where he may be 
cheated and he comes before you and asks you to keep him from being 
cheated. Then he uses that very statute which you have enacted to 
protect him against being cheated, to cheat taxpayers out of taxes 
they do not owe and where there is no equitable right whatever for 
him or the Government to have it. 

This is one of the situations that I have been deeply interested in 
since I was, unfortunately, the loser in the 5-to-4 decision in the Su- 


preme Court in the Virginian Hotel case. I determined then that if 
there was any way on earth f for me to make clear 83 Congress did 
not intend to do that sort of thing I would do it. The dissenting 


opinions stated clearly that the amendment had never been intended to 
cover such a situation. 

The Cyaan. Who wrote the dissenting opinions? 

Mr. Surner.tanp. Mr. Justice Stone wrote one and Mr. Justice 
Jackson another. 

The Cuamman. Mr. Justice Stone wrote a preity strong opinion. 

Mr. Surnertanp. There is one last thing I want to say. Even in 
the situations where the statute had run on the loss years and where 
technically, under the misconstruction in the I. T. and Virginian Hotel 

case, the 1932 amendment was applicable, even in the cases where it 

was clearly applicable if it is to be applied to a loss year, I nC COBITE 
that it was only in a small minority of those cases that it was ever : 
tually applied. So there has been a small group singled out for die. 
crimination, and it seems to me a very weak argument that. we should 











40) ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC, 


bar the ones in that small group who now have open years and keep 
them in the minority group instead of bringing them over where 
they should be, with the majority group. 

Now, | have some letters that I would like to submit for the record. 

The Cuairnman. You may submit them. 

(The letters referred to are as follows :) 


LYBRAND, Ross Bros. & MONTGOMERY, 
Washington, D. C., September 12, 1951. 
Re proposed legislation correcting effect of Virginian Hotel decision 
Hon. CoLin F, STAM, 
Chief of Staff, Joint Committee on Internal Revenue Taxation, 
New House Office Building, Washington, D. C. 

DEAR Mr. Sram: First, I would like to express to you my sincere apprecia- 
tion for the time granted by you and Mr. Oram in allowing me to present my 
point of view relative to the proposed legislation which would ameliorate, at 
least to some extent, the unfortunate and inequitable results of the decision of 
the Virginian Hotel case. 

For purposes of the record, it seems appropriate that I attempt to summarize 
in writing the points which I discussed with you to the extent that they presently 
seem pertinent. 

First, and of major importance, I would like to express my belief that, based 
upon studies previously made and upon all available at the present time, the 
Treasury estimates of the possible financial effect of the proposed corrective 
legislation seem completely out of line. Even the estimates presented by Mr. 
Sutherland at the time of our conference seem to me to indicate a revenue effect 
much greater than would be my opinion of the amount involved. 

Secondly, the question has been raised as to whether retroactive legislation 
now enacted would not give certain taxpayers whose past years are open an 
advantage over most others who have had depreciation cases closed in the past, 
particularly during the 1930's and early 1940's, preceding the decision in the 
Virginian Hotel case. It has been implied that practically all cases in the field 
were settled on a basis which accorded with that ultimately upheld by the 
Supreme Court in the Virginian Hotel case. This is definitely not my recollec- 
tion of the facts. Subsequent to the depression period in the early 1930's, it was 
recognized by revenue agents and taxpayers’ representatives alike that exces- 
sive depreciation had been taken, without tax benefit, by many taxpayers during 
the loss years. At the time of examination of returns covering the years for 
which most corporations again began to make profits, adjustments were made 
in the field to give effect to such excessive depreciation. Many taxpayers at 
that time had restored to basis by examining agents the excessive depreciation 
previously taken by them in loss years. I personally settled cases upon this 
basis. 

In order to make sure that my own recollection of this procedure was not based 
upon isolated instances, I have discussed the matter with indiivduals who at the 
time were in responsible positions in the field offices of the Bureau and they have 
confirmed my recollection. I understand also that Mr. Sutherland is making 
available to you correspondence indicating that agents in the field much more 
generally followed the rule subsequently known as that of the Pittsburgh Brew- 
ing Co. case than the apparent official Bureau policy as ultimately stated in the 
Virginian Hotel case. In view of this situation, there does not appear to be 
much merit to the thought that retroactive legislation, if presently enacted, would 
give taxpayers who now have returns open for 1947 or prior years a break not 
enjoyed by most others. 

It seemis appropriate to reiterate that my interest in this matter stems from 
my service as chairman of the Committee on Federal Taxation of the American 
Institute of Accountants and the suggested legislative action proposed by that 
committee and not from the specific point of view of any present client which 
I know is interested in the matter. 

Again, thank you for your extreme courtesy in listening to those of us who 
have felt for so long that this legislation is necessary. 

Sincerely yours, 
Mark E. RICHARDSON. 
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CANN & LONG, 
Washington, D. C, September 10, 1951. 
Hon. WALTER F’. GEORGE, 
United States Senate, Washington, D.C. 


My Dear SEnatTorR: Bill Sutherland has been discussing with me H. R. 3168, 
which is now pending before the Finance Committee. I have no personal inter- 
est whatever in the bill and have no client which, so far as I know, will be in the 
slightest degree affected by it. I have, however, been interested in the principle 
since it first came to my attention. 

The Virginian Hotel case first came to my attention when it reached the Su- 
preme Court shortly after my appointment as Assistant Commissioner of Internal 
Revenue. I considered the circuit-court decision grossly unfair. I felt strongly 
that the Commissioner should not wish to sustain any such position, and I so in- 
formed Commissioner Helvering. It was my view that the case should be closed 
on the basis of the Pittsburgh Brewing Co. case, which laid down the same rule as 
is now embodied in H. R. 3168. I then felt, as I now feel, that any other view was 
wrong and ill becomes a government seeking fairly to administer a tax system 

From my own personal knowledge, I know that some in the Bureau shared 
my feeling and it was certainly the feeling of many of the agents in the field. 
This was quite important in connection with a subject like depreciation, where a 
considerable amount of discretion is generally exercised in the field with limited 
review in Washington. When agents in the field adjusted depreciation rates 
downward in any profit vear, they naturally felt they should make the same ad 
justment in immediately preceding loss years which were then, for the first time, 
receiving consideration. Prior to the decision in the Virginian Hotel case in 1943, 
depreciation schedules were being adjusted in the field by restoring to basis 
amounts of depreciation erroneously Claimed in any group of loss years immedi- 
ately preceding the first profit year for which adjustment was made, where condi- 
tions were unchanged and where the loss years would have been adjusted if the 
statutory period of limitation had not expired. This was generally true before 
the decision in the Pittsburgh Brewing Co. case as well as thereafter. 

I left the office of the internal revenue agent in charge in Atlanta in 1936. At 
that time we were adjusting depreciation schedules on the fair basis above out 
lined, and I am informed the same practice continued there until the decision in 
the Virginian Hotel case, and I know from other sources that the same thing was 
happening in other sections of the country. In my opinion, the fact that these 
schedules were being adjusted on a fair basis rather than on the basis of the rule 
later approved in the Virginian Hotel case serves in a large part to explain why so 
comparatively few taxpayers suffered from the injustice of the rule and why the 
protests that have been made have been so few in Compsrison with what would 
have been expected. There is no way of measuring it mathematically, but I feel 
that only a fairly small percentage of the persons against whom the Virginian 
Hotel principle might have been applied actually suffered the injustice of its 
application. 

It follows from the above that the application in all open years prior to 1948 
of the principle stated in H. R. 3168 will not result in any unfair singling out for 
special treatment of taxpayers against whom the Virginian Hotel principle was 
applied and who happened to have such open years. Rather, these taxpayers will 
be placed in the same position with the large majority of the taxpayers to whom 
the Virginian Hotel rule theoretically was applicable. 

If you should desire to talk with me regarding this particular matter, please 
feel free to call me at your convenience. 

With warm regards. 

Very truly yours, 


NORMAN D. CANN, 


SUTHERLAND, TUTTLE & BRENNAN, 


Washington, January 18, 1952. 
Mr. CoutIn F. Stam, 


Joint Committee on Internal Revenue Taxation, 
Washington, D. C. 

DrAR Mr. STAM: Since our last discussion regarding H. R. 3168, I have received 
information from several sources which confirms my impression that the rule 
laid down in IL. T. 2994 in 1935 and affirmed ni the Virginian Hotel case in 1948 
Was not generally applied prior to 1943 in the settlement of depreciation 
schedules, most of which were handled in the field and most of which were ad- 
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justed prior to 1948. Consequently, it seems clear that the retroactive applica- 
tion of H. R. 3168 to taxpayers having open returns for 1947 or prior years will 
not dischiminate in favor of such taxpayers as compared with the large majority 
of taxpayers against whom the Virginian 7” > rule might have been, but was 
not in fact, applied. 

The Acting Secretary of the Treasury sta.c. in his letter to Senator George 
of June 21, 1951, as follows: 

“The fact is that prior to the Supreme Court’s decision in the Virginian Hotel 
Corp. case the cases of most taxpayers owning property of any significance were 
closed by agreement with the taxpayers concerned in acordance with the 


’ 


provisions of I. 'T, 2944, supra, which had been issued some 8 years prior to the 
decision.” 

It is an ascertained fact that most of these cases were closed prior to 1945. 
It stands to reason, however, that generally no taxpayer having invelved an 
amount considered by him to be consequential would have agreed to an unfavor- 
able result that was inconsistent with the prevailing court-of-appeals decision 
in Pittsburgh Brewing Co. and lower-court decisions as well as text authorities 
following and approving it. This is borne out by the attached letters. 

Our office in Atlanta has checked with one revenue agent in charge and with 
a former chief conferee, both of whom were with the Government during the 
period in question, and we find that according to their experience the following 
Was true: 

(1) Revenue agents exercise a great deal of discretion in the field in handling 
depreciation. 

(2) Prior to 1948 cases in this field office were generally being settled by 
restoring to basis excessive depreciation deducted for loss years which immedi- 
ately preceded a profit vear in which the revenue agent reduced basis. 

(3) The restoration to basis generally was not made for any depreciation 
deducted in a loss year where a profit year in which the depreciation was allowed 
intervened between the loss year and the first profit year in which the revenue 
agent proposed the adjustment. 

(4) Where these matters were closed prior to the Virginian Hotel decision 
they generally were not reopened after that decision. The usual practice in 
depreciation Was to start working from the schedule set forth in the preceding 
revenue agent’s report. This was the policy approved by the agent in charge 
and the agents were discouraged from taking the initiative in reopening questions 
disposed of in earlier reports. 

In addition to the above, I am attaching copies of letters from George Penning- 
ton, an accountant in Atlanta of wide experience; from Leo J. Leonard, a former 
revenue agent of very high standing who is now practicing accounting in Colum- 
bus, Ga.; from Arthur Kent, Esq., in San Francisco; from W. T. Cardwell, Bsq., 
who was with the Bureau for many years and was head of the technical staff 
in New York when he returned to private practice a few years ago; and from 
Leland A. Sutherland, Esq., of Price Waterhouse & Co., New York City. Mr. 
Norman Cann has written a letter to Senator George to which you will no doubt 
have access. Mr. Cann has confirmed to me personally substantially what is 
stated by the other persons mentioned. Mr. Mark Richardson hus written to 
you direct. 

I trust that this information will cause you to feel, as I do, that making 
H. R. 3168 retroactive to all open years will certainly not result in making a 
favored few out of those taxpayers who took excessive depreciation in loss years 
and who now have open returns for 1947 or prior years. Many taxpayers prior 
to 1943 obtained the relief which, at best, can now be obtained only in part 
under the pending bill. 

You know how strongly I feel about the unjustness of the Virginian Hotel 
rule. I think any violation of the clear intention of Congress which results in 
inequity as drastic as this should be corrected retroactively, even in the absence 
of the facts set forth above, unless there is some compelling conflicting principle 
involved. The only such principle in this case is the principle of repose which 
would not be violated by the bill as originally introduced since returns closed 
by the running of the statute of limitations would not be opened. Within the 
limitations imposed by the principle of repose, I feel that complete justice should 
be done. 

1 certainly appreciate your kindness and that of Mr. Oram in hearing us so 
fully in connection with this matter. I trust it will be a long time before I will 
have to bother you again about such a sore thumb. 

Very sincerely yours, 
W. A. SUTHERLAND. 
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GEORGE A, PENNINGTON & Co., 
Atlanta, Ga., August 31, 1951. 
SUTHERLAND, TUTTLE & BRENNAN, 
First National Bank Building, Atlanta, Ga. 
(Attention of Mr. Joseph B. Brennan. ) 

GENTLEMEN : In reply to your inquiry of recent date, I beg to advise that prior 
to the decision in the Virginian Hotel Co. case, wherein it was decided that all 
depreciation claimed by a taxpayer on its returns should reduce the basis of the 
depreciable assets, I settled with the revenue agents several substantial cases 
on an entirely different basis, and these cases were allowed to stand unchanged 
by subsequent action of the Bureau. 

The basis upon which these cases were settled was to limit the amount of 
depreciation to a reasonable amount even though a larger amount was claimed 
on the returns; provided this larger amount of depreciation was for loss years 
and did not reduce the tax for said years. 

I have been in active auditing and tax practice since 1921 with offices located 
in this building. 

Yours very truly, 
GEORGE A, PENNINGTON, 
Certified Public Accountant. 


LEONARD, WEST & FAVORS, 
Columbus, Ga., September 7, 1951. 
Mr. WiLL1AM A, SUTHERLAND, 
Washington, D.C. 

DeAR MR. SUTHERLAND: Your Atlanta office has advised me of your interest in 
getting as much information as you can with reference to the practice of revenue 
agents prior to the Virginian Hotel decision in 1943 with regard to excessive 
depreciation in prior loss years. 

As you know, I was a revenue agent working in and out of the Atlanta office 
from 1937 to 1945 and have been engaged in the practice of public accounting 
here since 1946. 

In the course of my work with the agent’s office I handled a great many cases 
where depreciation was involved, and handled a number of cases where adjust 
ments were necessary in the depreciation schedule. I have handled a number 
of cases where depreciation was claimed at excessive rates and where the rates 
were reduced upon investigation. Oddly enough I do not remember working on 
any case in which any question arose as to the restoration of excessive deprecia 
tion claimed in loss years. I must have had a few such cases, but I do not now 
recall them. I do recollect very well reading the decision of the circuit court 
of appeals in the Pittsburgh Brewing Co. case which came out in 1939. The 
case appealed to me as being so clearly right I would not have thonght any 
revenue agent in our office would have considered following a different principle. 
I feel confident, if I handled any such cases prior to the decision in the Virginian 
Hotel case in 1943, that I would have handled them upon that basis. If I had 
been compelled to handle a case upon, a contrary basis, I believe 1 would cer 
tainly remember it, because I would have considered it so manifestly unfair 
to reduce depreciation rates in a later profit year and to deny a similar adjust 
ment for excessive depreciation charged off in immediately preceding loss years 
without benefit to the taxpayer. The returns in loss years generally were not 
examined due to the fact that such depreciation adjustments as might be made 
would not produce a change in tax liability. 

I was very much surprised by the Virginian Hotel decision and felt it was 
manifestly unfair and I know this view was shared by others in our office. 
I trust that Congress will adopt H. R. 3168 and make it retroactive to cover 
all years. So far as I am aware, none of my present clients were penalized 
under the Virginian Hotel rule and I would not expect any one of them to bene- 
fit under H. R. 3168. The present rule is manifestly unjust and breeds discontent 
wherever it is applied and it should be changed. 

With best wishes, 

Sincerely yours, 
Leo J. LEONARD. 
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KENT AND BROOKES, 
San Francisco 4, September 17, 1951. 
WILLIAM A. SUTHERLAND, Esq., 
Sutherland, Tuttle & Brennan, 
Washington 6, D.C. 


Dear Bitt: You have asked me, in relation to the bill which has passed the 
House and is now pending before the Finance Committee in the Senate, the effect 
of which would be to abrogate the doctrine of the unfortunate Virginian Hotel 
decision, for any information I could give you which would cast light upon the 
extent to which the doctrine laid down by the Bureau in 1935, in I. T. 2944 and 
approved in the Virginian Hotel case in 1943, was applied by the Bureau in this 
area prior to the Virginian Hotel decision. 

I cannot speak on the basis of my own experience for the question does not 
happen to have been involved in any case which has come to our office. However, 
I have made inquiries among some of the leading accountants here with the fol- 
lowing results: 

It seems clear that prior to the Virginian Hotel decision in 1948, the Pitts- 
burgh Brewing Co. case, despite the formal nonacquiescence of the Bureau 
therein, was in fact generally followed in this area in the disposition of cases 
where excess depreciation was taken in loss years. Also, I have found no evi- 
dence of any general readjustment after the Virginian Hotel case was decided 
of depreciation schedules thus adjusted prior to that decision. It does not appear 
that the I. T. was generally followed prior to the Pittsburgh Brewing Co. case. 

Restoration to basis of excessive depreciation claimed in loss years apparently 
has been denied in cases where the inequity is less apparent or nonexisting, as 
where one or more profit vears have intervened between the loss year and the 
first year in which the revenue agent proposed to adjust the depreciation rate 
downward. 

Since the decision in the Virginian Hotel case, of course lip service at least has 
been paid to the principle therein laid down. But information coming to me in- 
dicates that revenue agents have exercised a considerable measure of discretion 
in its application to particular cases and have sought by various adjustments 
to avoid or minimize the inequitable hardships which would result from right 
and unalloyed application of the doctrine. 

I understand that there are at least one or two open cases pending in the 
Bureau offices here, the disposition of which may depend upon the enactment 
of the pending bill with a retroactive clause. I am not acquainted, however, 
with their details. They are apparently being held up pending the final action 
upon this bill. I find nothing, however, to indicate that in this area the retro- 
active application of this doctrine would affect any substantial number of cases. 

You are free to use this letter with Mr. Stam or anyone else. 

With best wishes, I am 

Sincerely yours, 
ARTHUR H. KEnr. 


S. D. Lerpesporr & Co., 
New York 17, N. Y., September 14, 1951. 
WILLIAM A. SUTHERLAND, Esq., 
Sutherland, Tuttle & Brennan, 
Washington 6, D.C. 

Drar Mr. SurHERLAND: I was Chief of the Conference Section of the Income 
Tax Unit, Bureau of Internal Revenue, in 1935 at the time of the issuance of 
I. T. 2944 which laid down the rule later approved in 1943 in the Virginian 
Hotel decision. I was opposed then, as now, to the treatinent required by I. T. 
2944, and this view was shared by many of my associates who were dealing 
with practical problems in the Bureau at that time. In addition, I may add that 
as early as March 1933, some of us advocated the issuance of a Bureau press re- 
lease putting taxpayers on notice as to the position of the Bureau and thereby 
affording taxpayers the opportunity to file protective amended returns for prior 
loss years, but we were unsuccessful in our efforts to do this. 

In October, 1956, I resigned from the Bureau to accept the position of assist- 
ant comptroller with the M. A. Hanna Co., Cleveland, Ohio, and assistant gen- 
eral auditor of National Steel Corp. and subsidiaries, Pittsburgh, Pa. In March 
1939, I returned to the Bureau to organize and serve as the initial head of the 
newly created Eastern Division of the Technical Staff comprising the States of 
Pennsylvania and New Jersey. I served in that capacity until the end of Sep- 
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tember 1941, at which time I was transferred and designated head of the New 
York Division of the Technical Staff and served in that capacity until the end 
of February 1944, when I resigned from the Bureau to accept the position I 
now hold as head of the tax department of S. D. Leidesdorf & Co., New York, 
N.Y. 

On various occasions from 1935 until the Virginian Hotel decision in 1943 I 
came in contact with situations where depreciation had been deducted at clearly 
excessive rates and it was necessary to adjust rates downward. On such o¢ 
asions, as IT now recall the matter, prior to the Virginiun Hotel decision, the 
principle stated in L. T. 2944 was not rigidly applied in loss years where no tax 
benefit had been derived from the deduction of excessive depreciation and such 
loss years immediately preceded the profit year in which the rate was first ad 
justed downward. As to such years, whether or not the statute of 





limitations 
had run at the time of the investigation, the rates in the loss years were usually 
adjusted in the same way as they were adjusted in the profit vear under in 
vestigation, and the excessive depreciation deducted was restored to basis. Any 
other treatment would have been so obviously wojust and contrary to the gen 
eral principles prevailing in the income tax field that settlements could not 
usually have been made upon any such basis. his was especially true 
the decision in the Pittsburgh Brewing Co. case in 1939 and prior 
ginian Hotel decision in 1943. 

I cannot state of my own knowledge what happened in cases with which I 
had no contact, but from such knowledge as I do have, I have the distinct im 
pression that prior to the Virginian Hotel decision in 1943, the rule of the [. 7 
Was not generally applied to immediately preceding loss years where conditions 
had not materially changed between the loss years and the first profit year for 
which investigation was made. I have the very distinct impression that the 
rule was very sparingly applied in such situations. I would be quite surprised 
if there were many cases to which H. R. 3168 would have much practical ap 
lication. Certainly any persons benelited by the bill would not, in my opinion, 
be especially favored as compared with most taxpayers to whom the Virginian 
Hotel rule might have been applied. 

Very truly yours, 


aiter 
to the Vir 


W. T. CARDWELI 


PRICE WATERHOUSE & Co., 
New York, 5, September 24, 1951 
Mr. WILLIAM A. SUTHERLAND, 
Washington, 6, D.C. 

DeaR Mr. SuTHERLAND: T have been associated with Price Waterhouse & Co 
since 1920 and have worked largely on Federal income taxes. | 
erally familiar with the tax cases of clients of the firm which involved the mat 
ter of depreciation, particularly during the period from 1931 to 1945 when I was 
in charge of the Washington office of our firm. Prior to 1943, those of our cases 
which involved excessive depreciation in loss years were generally settled on 
basis which was satisfactory to the taxpayer and which avoided the burden of 
the rule promulgated by the Bureau in 1935 and finally adopted by the Supreme 
Court in 1948 in the Virginian Hotel case. 

It has also been my experience as to the yvears after 1943 that 
were the previously established depreciation schedules changed by 
the Virginian Hotel decision. 

A few years ago I made inquiry at a meeting of the tax men from various 
offices of our firm and from their response it appeared that we had no clients 
who were interested in relief from the Virginian Hotel decision. So far as I 
have ascertained, the experience of ny associates confirms my own experience 
that the Virginian Hotel rule was not widely applied. 

If I can furnish any further information, please call on me. 

Yours very truly, 


have been gen 


in no ease 


reason of 


G. SUTHERLAND. 
The CHarrman. Mr. Rollin Browne. 
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STATEMENT OF ROLLIN BROWNE, SATTERLEE, BROWNE & 
MATHEWS, NEW YORK, N. Y. 


Mr. Browne. Mr. Chairman and Senators, my name is Rollin 
Browne, of the firm of Satterlee, Browne & Mathews, New York. 

I have a prepared statement, which has been passed around, and [ 
would like to incorporate it in the record and then add a few remarks. 

The Cuairnman. That may be done. 

(The statement referred to is as follows:) 


STATEMENT OF ROLLIN BROWNE 


H. R. 3168 makes a long overdue amendment to section 118 (b) of the Internal 
Revenue Code to correct a harsh and inequitable interpretation which was placed 
upon it by the Supreme Court in the Virginian Hotel case (319 U.S. 525). 

The statute provides that a taxpayer's basis for computing gain or loss on 
the sale of property must be reduced by depreciation and depletion “to the extent 
allowed (but not less than the amount allowable)” during the period the prop- 
erty was owned by the taxpayer. H. R. 3168 provides that the taxpayer's basis 
need not be reduced by any “allowed” depreciation or depletion from which he 
did not get a tax benefit. 

However, the requirement of the existing statute that the taxpayer's basis 
must be reduced by all “allowable” depreciation and depletion, whether or not 
it was claimed or allowed, is not changed by the bilk That provision was 
originally inserted in the statute in order to require the taxpayer to claim all 
the depreciation and depletion to which he was entitled each year and to require 
his basis to be reduced by all such depreciation and depletion, whether or not 
he had claimed it. In some cases, however, including at least one now pending 
before the Tax Court, the Commissioner has required taxpayers to reduce their 
basis by amounts of depreciation or depletion which they had tried to claim in 
prior years, but which the Commissioner, for one reason cr another, had refused 
to permit them to deduct. The Commissioner has attempted to justify his actions 
in such cases on the theory that when the property was sold he was required 
to determine how much depreciation or depletion was correctly allowable under 
the law for prior years and to reduce the taxpayer's basis accordingly, irrespec- 
tive of the amount he had previously held to be allowable. 

There is dictum in the Supreme Court's old opinion in U.S. v. Ludey (274 U.S. 
295), which lends some color of support to such a harsh interpretation of the 
statute. However, it is believed that such an application of the statute would 
be entirely inequitable and never could have been intended by Congress. The 
Federal courts have so held in at least one later case, Perkins v. Thomas (86 F. 
(2d) 954). That case was decided by the Fifth Circuit Court of Appeals and, 
although the Government carried the case to the Supreme Court, it did not 
question the decision of the Court of Appeals on this particular point (Thomas v. 
Perkins, 301 U.S. 655). In a very recent case, the Tax Court refused to allow 
the Commissioner to adjust a taxpayer's basis for “allowable” depreciation for 
certain prior years in excess of the amount of depreciation which the Com- 
missioner had actually allowed for those years and which had been confirmed 
by an earlier decision of the Board of Tax Appeals. The Tax Court held that 
the earlier decision of the Board had fixed the amount of depreciation properly 
allowable, as well as the amount actually allowed, for the earlier years (C.D. 
Johnson Lumber Corporation, 16 T. C. 1406). In an administrative matter 
such as determining the amount of allowable depreciation or depletion, a final 
determination by the Commissioner should give the taxpayer as much protection 
as a decision of the Tax Court. 

It is, therefore, respectfully urged that H. R. 3168 be amended so as to elim 
inate the possibility of the Commissioner taking any such unjust position in other 
eases. This can be done quite easily by adding to the bill a new section (¢), 
reading as follows : 

“(c) Subparagraph (1) (B) of section 113 (b) of the Internal Revenue Code 
is further amended by inserting in the first sentence thereof, after the word 
‘allowable’, a comma followed by the words ‘ascertained for each taxable period 
in accordance with any court decision or determination or ruling of the Commis 
sioner relating to the taxpayer and given effect in the final computation of the 
tuxpayer’s net income for such period’.” 
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As thus amended, subparagraph (1) (B) of section 118 (b) of the Internal 
Revenue Code, as amended by the bill, would read as follows: 

“(B) in respect of any period since February 28, 1913, for exhaustion, wear 
and tear, obsolescence, amortization, and depletion, to the extent allowed as 
deductions in computing net income and resulting in a reduction of the tax- 
payer's taxes (but not less than the amount allowable, ascertained for each 
tarable period in accordance with any court decision or determination or ruling 
of the Commissioner relating to the taxpayer and given effect in the final com- 
putation of the taxpayer's net income for such period) under this chapter or 
prior income tax laws.” 

This amendment refers to a “ruling” of the Commissioner as well as a “de- 
termination,” so as to make certain of covering the case where a taxpayer 
obtained a ruling as to how much, if any, depreciation or depletion he was 
entitled to claim and then followed that ruling in making his returns, as well 
as the case where the taxpayer claimed the amount of depreciation or depletion 
he thought he was entitled to and such amount was later adjusted by the 
Commissioner in connection with a formal “determination” of additional taxes. 

H. BR. 3168, as introduced, would have been applicable to all past years 
covered by the Internal Revenue Code still open under the statute of limita- 
tions on the theory that the amendment relating to allowed depreciation and 
depletion would not effect any change in existing law as enacted by the Con- 
gress but would merely eradicate an unjust result erroneously grafted on it 
by the Supreme Court. In the House the bill was amended so as to be appli- 
cable only to taxable years beginning after December 31, 1947. 

Irrespective of what the effective date of the bill may be with respect to 
allowed depreciation and depletion, it is entirely clear that the amendment 
herein proposed, relating to allowable depreciation and depletion, would not 
effect any change in the law but would merely place the stamp of congressional 
approval on the judicial interpretation of the existing law, and thus should 
apply to every year governed by the Revenue Act of 1926, which first employed 
the test of allowability, or any later act, which is still open under the statute 
of limitations. Therefore, if section (b) of the bill should be enacted in the 
form approved by the House, so as thus to restrict the applicability of the 
amendment relating to allowed depreciation and depletion, it is respectfully 
requested that there be inserted in section (b) of the bill, before the words 
“this Act”, the words “section (a) of”, and that there be added to the bill 
another section, (d), reading as follows: 

“(d) The amendment made by section (¢) of this Act is declaratory of the 
meaning and effect of section 118 (b) (1) (B) of the Internal Revenue Code 
and corresponding provisions of prior Revenue Acts as heretofore in effect 
and, subject to statutory periods of limitations governing assessments, collec- 
tions, refunds and credits, shall be applicable with respect to taxable years 
beginning after January 31, 1924.” 

Precedents for such a provision may be found in section 1331 of the Revenue 
Act of 1921, validating the regulations requiring consolidated returns under 
prior acts and section 1208 of the Revenue Act of 1926, relating to installment 
sales under prior acts. Congress went much further in the Technical Changes 
Act of 1949, in which the bar of the statute of limitations was lifted. 

If for any reason the committee should not wish to add such a provision te 
the bill, it is respectfully requested that the committee include in its report 
accompanying the bill a statement somewhat as follows: 

“The amendment made by the bill, so far as it relates to allowable depreciation 
and depletion, is merely clarifying and declaratory of existing law, which has 
been properly interpreted by the courts as requiring the taxpayer's basis to be 
adjusted for only such unallowed depreciation and depletion as would have been 
allowed by the Commissioner if the taxpayer had claimed it. Accordingly, 
despite the provisions of section (b) of the bill, the amendment will to that 
extent be fully applicable to all vears still open to adjustment.” 

No loss of revenue is involved in this amendment It has not been the Com 
mnissioner’s established policy to attempt to adjust a taxpayer's basis for “allow 
able” depreciation which he previously has ruled to be unallowable. Only very 
rarely has he taken such an unjust position, and then only through the irrespon 
sible action of subordinates, which the courts have disapproved. The purpose 
of theamendment is,and its only effect will be, to make the matter so clear that 
no taxpayer will ever again be compelled to resort to litigation to defeat such an 
arbitrary and unjust claim 
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Aside from questions of phraseology, it is believed that there can be only one 
possible ground for Treasury opposition to the amendment proposed herein, 
namely, that the Commissioner does not sanction the unconscionable results 
herein complained of and the statute should not be cluttered with a complicated 
amendment simply to compel subordinate Bureau personnel to administer the law 
correctly in every individual case. Our reply to such a suggestion would be that 
the maladministration of the existing law is the Commissioner's responsibility, 
especially since he has issued no regulation, Treasury decision, or ruling instruct- 
ing his subordinates otherwise. It is conceded that such an instruction, if issued 
immediately by proper authority and in unambiguous language, might render 
unnecesary the amendment amendment herein proposed, but if the committee 
should fail to approve an amendment on the ground that the matter should be 
taken care of by administrative action, it is respectfully requested so to state in 
its report, and in the absence of administrative action Congress clearly should 
grant relief. 

There can be no higher goal of legislation than the protection of individual 
citizens from admittedly unlawful and arbitrary official acts, by whomsoever and 
howsoever seldom committed. 

Mr. Browne. I propose to change the line of discussion a little bit. 
The Camp bill now pending before this committee cures only one of 
the very bad defects in this section requiring a taxpayer to reduce his 
basis on account of depreciation. 

You may recall that in 1924 the Congress passed a law that first 
required the basis to be reduced by all denreciation allowed. he 
Commissioner came back in 1926 and said that would not work; that 
the basis ought to be reduced by all depreciation allowable, whether 
it was allowed or not. Then in 1932 he came back and said neither 
one would work; that you better put it in both ways. 

So since 1932 the basis has been required to be reduced by all depre 
ciation allowed but not less than the amount allowable, getting it that 
way both ways. The reason it referred to all allowable depreci lation 
as in the 1926 act, it was made clear by this committee’s report it was 
to say to the taxpayer he must claim his depreciation in the proper 
amount as it accrued, and even if he did not claim it that his basis 
would have to be adjusted by the depreciation which accrued. It was 
to deprive him of an allocation or option of whether or not to claim 
his depreciation each year and thus to reduce his basis, depending on 
whether he had any income against which to use that depreciation. 

It was not intended by the bill to say that if the taxpayer came in 
and claimed the amount of depreciation which he thought he was 
entitled to and the Commissioner disallowed it in full or in part, then 
his basis would have to be adjusted for the amount that the Commis- 
sioner should have allowed theoretically under the law but had held 
on full consideration was not allowable. 

Nevertheless, there are some cases in which the Commissioner, after 
telling the taxpayer, “No, you cannot take a certain amount of depre- 
ciation: it is not allow able under the statute,” nevertheless, when the 
taxpayer later sold the property and the Commissioner had to deter- 
mine the gain or loss from the sale and therefore had to determine 
the adjusted basis, the Bureau people said, “Well, now, we must con- 
sider this question. If we mistakenly held that some depreciation 
was not allowable for an earlier year we must now say it was allow- 

able and, therefore, your basis must be reduced.” 

He would say, “We made a mistake; it is too bad, but we must now 
decide it all over again. 

Senator Kerr. The taxpayer paid for the Bureau’s mistakes; is that 
right ? 
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Mr. Browne, That is right. That sort of result was not within 
the scope of the 1926 act which first laid down the allowable basis. 
As I pointed out, this committee made it clear that was to make the 
taxpayer pay the full amount or reduce his basis by the correct amount 
whether he claimed it or not. It does not say to the Commissioner, 
“You must hold depreciation not allowable in one claim and then treat 
it allowable in reducing the basis.” 

Senator Kerr. The bill had it “allowable” ? 

Mr. Browne. That is right. We say when the Commissioner deter- 
mines the amount of allowable de ‘preciation in comput ing income for 
a certain year and that has become final, that not only determines the 
taxpayer's tax liability for that year and his net income for that year 
but it also ought to fin: ally determine the amount his basis ought to be 
reduced on account of depreciation for that year. That is what 
usually happens. I have not found a single 1 responsible official in 
the Bureau who will defend this practice | am complaining of ; never- 
theless, every now and then a case comes up and some subordinate in 
the Bureau will make this contention. 

The courts have overruled them when they made that contention ; 
the courts have agreed with the taxpayer in the two cases that I cite 
In my memorandum and in one other which L have just been informed 
of. ne I will vive the committee now. 

The Cuamman. Why do you want any amendment, Mr. Browne / 
You a aven t got any live cases pending 4 

Mr. Browne. Yes: there are live cases now. 

The CuatrmMan. You mean open Cases ¢ 

Mr. Browne. Yes. 

The CHLAIRMAN. The courts have been holding W it h you § 

Mr. Browne. The courts have been holding with me. but the off 
clals of the Bureau won't give up. They keep trying it occasionally 
In cases, putting taxpayers to the expense and uncertainties of 
litigation. 

The Cuaraan. Mr. Browne, you are asking us to go to another 
field here, This Lvoes bevond the Virginian Hotel case and considers 
this whole question of depreciation. 

Senator Kerr. And the administration of it. 

Che Crammwan. Andthe administration of it. 

Mr. Browne. But you have got a double standard in the bill, al 
lowed or allowable. 

The Cuamman. That might be, but if the courts have been holding 
with you, | don’t see why you should be complaining. The Bureau 
officials will ree ognize what the court holds. 

Mr. Browne. We haven't been able to get them to give it up. We 
think the point is pretty obvious and clear. These tax cases are ad- 
ministered throughout the country, in the field: they are not admin- 
istered by the Commissioner himself in Washington. We are on the 
firing line. 

The Cuamman. [appreciate that, and I am sure the committee will 
ap ypreciate that fact, but if the decisions that have gone to the Su- 
preme Court have been in favor of the taxpayer on the point you 
now raise, it looks like you better wait until vou are really hurt. 

Mr. Browne. Don't you think, Senator, we are hurt when we are 
required to litigate the point? The courts have repeatedly decided 
it but the Commissioner keeps raising the point in case after case. 
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The Cuatrman. Yes; that is true. It all comes back to what Mr. 
Justice Joseph Schulte once said when a client wished to fix a fee 
before the final determination of the case. He said: 

I don’t know how many times I will have to take this case up to the Supreme 
Court and have the Supreme Court reverse itself before you finally get justice 
in this case, and therefore I can’t fix the fee. We are dealing here with one 
specific matter and that has been troublesome enough. 

Mr. Browne. May I call your attention to one thing / 

The CHarrman. Yes. 

Mr. Browne. I am really asking this committee to do something 
that it should have done in 1932, and almost did. In your report on 
the 1932 act, when you finally fixed up this section to the Commis- 
sioner’s satisfaction to make sure of bringing in the revenue, you said 
this in your report: 

Your committee has not thought it necessary to include any express provision 
against retroactive adjustments for depreciation on the part of the Treasury 
as the regulations of the Treasury seem adequate to protect the interests of 
taxpayers in such Cases. 

That has turned out to be true in some cases, but not in others. Now, 
if this committee really believes that the present law is clear enough 
and the present court interpretation of the law was correct, would 
this committee go so far as to say in the report on this bill why it does 
not consider an amendment nec essary ¢ 

That might give us protection, Senator, and we do need it. We 

can’t get it from the Treasury. 

The Cuamman, We: appreciate that fact, but at the same time I hope 
you will not press your amendment on this bill. This is a House bill 
and the House hasn't considered this point. 

Mr. Browne. No: it was not submitted to them. 

The Cuarrman. If we pass this bill with an amendment on it and 

it goes to conference, the House people are not disposed to pass some- 
thing that they have not had full opportunity to review and consider. 

Mr. Browne. It seems to me there is some obvious injustice done 
in the case I am talking about, and this is certainly the proper place 
to correct it. 

The Cuairman. You are just threatened with an injustice. 

Mr. Browne. Well, it has actually been claimed. The tax has been 
imposed, the issue has been presented to the court. 

The CHamman. You have not finally exhausted all your remedies. 
The courts might let you out, and probably would. 

Mr. Browne. That is the purpose of clarifying the amendment. 

The Cuamman. | believe you have the suggested amendment in 
your paper. 

Mr. Browne. Yes, sir. 

The Cuamman. We will deal with that. 

Mr. Browne. Thank you. 

Senator Kerr. Mr. Kirby, did you submit for the record the letter 
from the Treasury Department under date of June 21, 19514 

Mr. Kirsy. I did not, but it should be part of the record, if the 
committee would like to have it. 

Senator Kerr. I think it should be made a part of the record. 
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(The letter referred to is as follows:) 


TREASURY DEPARTMENT, 
Washington, June 21, 1951 
Hon. WALTER F.. GEORGE, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D. C. 

My Dear Mr. CHAIRMAN: Further reference is made to your letter of April 17, 
1951, requesting the views of this Department with respect to H. R. 3168 and to 
your letter of May 4, 1951, requesting information which would enable you to 
arrive at an estimate of the effect upon the revenue of such bill, which your com- 
mittee now has under consideration. You also request a brief explanation of the 
basis for the opinions or estimates. 

If enacted, H. R. 3168 would amend section 113 (b) (1) (B) of the Internal 
Revenue Code by inserting after the word “allowed” the words “as deductions 
in computing taxable net income and resulting in a reduction of the taxpayer's 
taxes.” As introduced in the House, the amendment would have been effective 
for the purposes of the Revenue Act of 1932 and subsequent revenue acts as if 
it were a part of such acts on the date of their enactment. As passed by the 
House, the bill would apply to taxable years beginning after December 31, 1947. 
The practical effect of the proposed amendment would be to extend the so- 
called tax-benefit rule to such of any depreciation, depletion, ete., deduction as 
is in excess of the amount allowable. In so doing, it would reverse the Supreme 
Court decision in the case of Virginian Hotel v. Commissioner (319 U. S. 523 
(1948)). Thus, when excessive depreciation has been claimed against certain 
property, the basis of the property would be reduced by the amount of depre- 
ciation allowable, and by the amount claimed in excess of the amount allowable 
only when such excess has reduced the taxpayer's taxes. 

By way of illustration it may be assumed that a taxpayer in 1928 purchased, 
for $100,000 a factory building. He commenced depreciation of the building, on 
the basis of a 20-vyeur useful life and took a $5,000 depreciation dednetion in 
each of the vears 1928, 1929, and 1980. He continued to take a $5,000 deprecia 
tion deduction in each of the vears 1931, 1932, and 1933. His losses in those 
years were so large that even had he taken no depreciation deduction there would 
have been no tax. It may be assumed also that it can be established that under 
the facts known in 1931, 1982, and 1933, the life of the building should have 
been determined to be 25 vears, so that the amount of allowable depreciation 
was only $4,000 instead of $5,000. Under the amendment of H. R. 3168, no 
reduction in basis would be effected by the $1,000 claimed which was in excess 
of the amount allowable, even though the taxpayer had included that amount in 
the depreciation taken in his return and it was allowed by the Bureau of In 
ternal Revenne, since no reduction in the taxpayer's taxes resulted from the 
excessive portion of the depreciation deduction. It should be noted that even 
under H. R. 3168, the basis of the building would always be reduced by the 
$4,000 of depreciation allowable. even though the taxpayer receives no tax 
benefit by its deduction. 

Under present law, as set forth in the above-mentioned case of Virvinian 
Hotel v. Helvering, the $1,000 each year in the example above which was in 
excess of the amount allowable as a depreciation deduction, would reduce the 
basis of the building by that amount, if it was included in the depreciation taken 
by the taxpayer in his return and allowed by the Bureau. It should be noted 
that the Commissioner of Internal Revenne in IT 2944 (XIV—-2 CB 126, 1935) 
took the position ultimately confirmed by the Supreme Court in the above case. 
Moreover, this postition was supported, prior to the Supreme Court decision, 
by the Board of-Tax Appeals (Sample—Durrick Co., 835 BTA 1186 (1937)) and 
by three circuit courts of appeal (Commissioner v. Kennedy Laundry, CCA-7 
1943; Douglas v. Commissioner, CCA-S8, 1943; Virginian Hotel v. Commissioner, 
CCA—4, 1948). 

While the bill pending before your committee would entail administrative 
difficulties for the Bureau of Internal Revenue, and would result in revenue 
loss, these features are present to a substantially lesser degree than in the bill 
as introduced in the House, As your letter of May 4, 1951, refers to the letter 
of this Department to Representative Hobbs under date of June 28, 1948, it is 
assumed that this letter is available to your committee and that the Depart 
inent’s views as there set forth as to the retroactive aspects of such legislation 
are known. 
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The Bureau of Internal Revenue has never had occasion to determine the effect 
of the above Supreme Court decision revenue-wise, other than on an over-all 
estimated basis. There have been only isolated occasions where individual 
claims were presented in the matter as that decision simply sustained the above 
noted ruling of the Commissioner issued 8 years prior to such decision. 

A few taxpayers have, for purposes of their own, made an estimate of the 
tax consequences of the decision as it related to them. For example, the Bank 
of America National Trust and Savings Association, in a brief filed with the 
Court of Appeals for the Ninth Cireuit, stated that it stands to lose approxi 
mately $600,000. Its income-tax returns and excess-profits tax returns are 
open on claims for refund for all years subsequent to 1940, and if H. R. 3168 
in its original form becomes law, the corporation will recover approximately 
$600,000, plus interest which may amount to as much as $150,000, or more. In 
this case, the taxpayer has already determined the approximate amount it 
would secure in the way of benefit, and a somewhat similar benefit would be 
applicable in a large number of cases including returns involving excess-prefits 
tax, as well as returns filed in years subsequent to the repeal of the excess 
profits tax. 

The fact is that the Bureau of Internal Revenue does not have within its 
possession sufficient information to make a definitive estimate. HL. R. 3168, 
even as it passed the House, affects all prior loss years if excessive deprecia 
tion has been claimed and assets in the taxpayer's possession at that time re- 
mained in his possession in 1948 or subsequent years. Accurate information 
as to these facts is, of course, available only to those taxpayers involved. 
The Bureau of Internal Revenue does know, however, that excessive deprecia- 
tion was widely claimed prior to 1985, that a number of these prior vears were 
loss years generally, and that a substantial number of years prior to 1948 
are open vears. It was on this basis that the estimate contained in the letter 
to Representative Hobbs, to which you refer, was made. That letter endeavored 
to make it clear that while no definitive estimate of the revenue effect under 
the proposed bill was available, it would, nevertheless, be substantial and could 
conceivably amount to as much as $334 million. 

At the bottom of page 1 and in the three numbered paragraphs on page 
2 of your letter, certain inferences were drawn as to the assumptions on 
Which was based the Treasury estimate made in the letter to Mr. Hobbs. It 
is believed desirable to make some comment with respect to those assumptions. 

Concerning paragraph No. 1—In making the estimate, it was assumed that 
in some year subsequent to the loss years depreciation was reduced (the reduce 
tion being restored to basis) in that and succeeding vears by an average of 
about 10 percent, and that taxpayers would expect that, for the purpose of 
adjusting the basis under the provisions of code section 113 (b) (1) (B), the 
reduction in depreciation rates would be applied retroactively through the 
loss years in determining depreciation allowances in the income tax returns 
which reported net losses, That, it is believed, is what the taxpayers will ex 
pect H. R. 3168 to accomplish if it becomes law, since that has been the tax- 
paver’s objective in those cases which have been litigated. The estimate of 
1 percent was based on the opinion of Bureau officials who have had close 
contact with the problem of depreciation allowances since the issuance of T 
1). 4422 (Commissioner’s Mimeograph 4170, February 28, 1934). That a 10 
percent restoration appears conservative may be suggested by the fact that in 
1984 the Ways and Means Committee indicated that depreciation deductions 
generally had been excessive by as much as 25 percent. 

Concerning paragraph No. 2—Contrary to the inference in your letter, the 
elimination from basis of the excess depreciation deducted by corporations in loss 
years during the period 1930-35 resulted largely, not from the application of the 
Supreme Court decision in the Virginian Hotel Corporation case, but from the 
application of the Bureau policy contained in IT. T. 2944 (Cumulative Bulletin 
XITV—2, 1935). which had been issued some 8 years prior to the date the decision 
was rendered and which was upheld by that decision. 

Concerning paragraph No. 3—Your inference that taxpayers would benefit by 
adding the entire amount of excessive depreciation back to basis and obtain re- 
funds for years not yet finally closed, is correct. While some of the property on 
hand as indicated in the income tax returns which reported net losses would 
have been retired, fully depreciated or otherwise disposed of in years now closed, 
on the other hand, a large number of corporations which sustained losses in 
years subsquent to 1935 were not included. Furthermore, taxpayers other than 
corporations were likewise not included, since statistics concerning losses and 
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depreciation deductions were available only in the ¢ 
years 1850-55 
letter 


ase of corporations. The 
>» in the example were selected for the reasons indicated in you! 
The questions raised with respect to the estimated loss of revenue, in tl 
numbered paragraphs on pages 2 to 6 of your letter, are answered or commented 
on below : 


1. In making the estimate of June 2S, 1948, no weight was given t 
Which excessive depreciation was added back to | ! F 


oO CHSeS 


basis, 1 accordance with 
mimeogzraph 4170, where the taxpayer or a revenue agent made the adjustment 
before the statute had run against the loss year. The statute of limitation had 
run with respect to the great majority of the income tax returns filed for years 
indicating net losses, and there was a large number of corporations whic! 


sustained net losses subsequent to 1 
Which the estimate wus based 


2. In making the estimate, no allowance was made for the pe 
l 


to the Virginian Hotel decision in 1943, 


35 Which were not included in the total 


Some Cases May Dave been ft 
the field on a basis inconsistent with that decision. As a matter of fact, the 
decision sustained the rule followed by the Bureau agents as stated in LL. T. 2:44 


There may have been a few taxpayers, whose depreciation deductions in loss 
years, upon which the statute of limitation had run, were erroneously adjusted 
downward in accordance with the reduced amounts found to be allowable 


1hh Sarde 
succeeding veur Such cases are believed to 


have been so few in number that 
consideration of the amounts involved would have little etfec 


It is noted that you have been informed that while some 
were affected by the Virginian Hotel rule, on the whole “it was the small and 
unadvised taxpayer having a succession of loss years which was penalized by its 
error in deducting excessive depreciation.’ 


t on the estimate 


few large taxpayers 


The fact is, that prior to the Supreme 
Court’s decision in the Virginian Hotel Corp. case, the cases of most taxpayers 
owning property of any significance were closed by agreement with the tax 
payers concerned in accordance with the provisions of I. T. 2544, supra, which 
had been issued some 8 years prior to the decision. It is the considered opinion 
of those employees who have had most to do with this problem that the deprecia 
tion deductions of at least 50 percent of all corporate taxpayers have been re 
duced in some years subsequent to the loss vears. The 


reductions include all 
classes of taxpayers 


They cover the small, medium-size, and large corporations 
We have no statistics which would give an accurate picture representing the 
percentages applicable to small, medium-size, and large corporations, but, on the 
basis of available information, it is believed that this problem was not by any 
means confined to small and unadvised taxpayers, 

3. You inquire what proportion of the excess depreciation for the period 
L0-85, which was eliminated from basis on the Virginian Hotel principl 
would, if restored to basis, have been exhausted in years beginning prior to Janu 
ary 1, 1948, and what proportion would extend into later years. 

Officials in the Bureau who are best informed on the subject have given their 
opinion that on the average approximately 35 percent to 45 percent of the 
so-called excess depreciation, if restored to the basis for the period 1930-35 
would remain in the depreciable property account as of December 31, 1947, and 
would be subject to depreciation allowances in later years In other words, 
o> percent to 65 percent of the excess would apply to property Which is no longer 
subject to depreciation by December 31, 1947. The relief afforded by the bill. 
as amended, effective for taxable years beginning on or after January 1, 1948, 
would doubtless be less than 50 percent of that granted by H. R. 3168 in its 
original form, and the administrative problem, which is a matter of serious 
concern since the staff of the Bureau is already overburdened, would be sub- 
stantially reduced. 

it is noted you suggest that relatively few capital 
the 1980-35 period, and that the major part of the 
acquired in the 1920's or earlier would have been 
(or sold or otherwise disposed of). In the latter connection it might be indi- 
cated that in 1948 it was estimated that the average depreciation rate for 
depreciable property of all corporations was slightly more than 314 percent 
or an average useful life of somewhat less than 30 years. For noncorporate 
depreciable property, the average useful life was estimated at from 25 to 27 
years, This would suggest that a considerable number of assets purchased in 
the 1920's would still be subject to depreciation today. In connection with the 
volume of acquisitions 1930-35, it should be noted that the volume of expenditures 
for new plants and equipment for all business was $7.6 billion in 19380, $4.7 


additions were made in 
useful life of properties 
exhausted prior to 1948 
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billion in 1931, $2.6 billion in 1932, $2.2 billion in 1938, $3 billion in 1934, $3.7 
billion in 1935. This may be compared with $6.5 billion in 1940. Thus, while 
acquisitions of new plants and equipment during the 1930-35 period did fall 
off, they ran in excess of $2 billions at all times and in 1930 at a higher rate 
than in 1940. 

4. You inquire what proportion of the total number of income tax returns filed 
by corporations for years ending after December 31, 1935 and prior to January 
1, 1948, are still open on waiver, and what proportion are still open on claims 
for refund. 

A precise answer to this question is not available, but it is estimated that of 
the corporate income tax returns still open for the taxable years 1936-47, 25 
percent are open on Waiver and 75 percent are open on claim for refund. 

The starting point for this estimate is the fact that on June 30, 1950 there 
were still open for the taxable years 1936 to 1947, inclusive, as reported to the 
Bureau by the offices of internal revenue agents in charge, 91,156 corporation 
income tax returns, Form 1120. 

A definite breakdown of the number of open returns on the basis of those open 
on Waiver and those open on claim is not available. There were, however, pend- 
ing on June 30, 1950, a total of 68,690 corporate claims for refund filed on Forms 
S43. For the purpose of an estimate we may disregard the fact that this amount 
includes a relatively small number of refund claims which were filed for taxable 
years prior to 1936 and for taxable years subsequent to 1947, and we may assume 
(a) that it represents only claims for the years 1936 to 1947, inclusive, (6) 
that each claim represents a separate return, and (c) that in no case were 
two claims filed for refund of tax reported on a particular return. On the basis 
of these assumptions, the total number of open returns for the years 1936 to 1947, 
oer 91,156, may be taken as 100 percent, the number open on claim, 68,690, repre- 
sents 75 percent of the total, and the number open on waiver is the difference 
between these two amounts, or 22,446, which is 25 percent of the total. 

Although question No. 4 makes no reference to the number of open excess 
profits tax returns, this information would be pertinent, since H. R. 3168, if 
enacted in its original form, may have a considerable effect upon the revenue 
through refunds of excess profits tax. It is estimated that of the excess 
profits tax returns still open for the vears 1940 to 1946, inclusive, 55 percent are 
open on Waiver and 46 vercent are open on claims for refund. 

The starting point for this estimate is the fact that on June 30, 1950, there 
were 25,499 open corporation excess-protits tax returns for the taxable years 
1940 to 1946, inclusive. As in the case of the income-tax returns, there is no 
available breakdown of this amount on the basis of the number of returns open 
on waiver and the number open on refund claims. However, the number of 
claims for relief from excess-profits tax, Form 991, filed under section 722 of 
the Internal Revenue Code and pending as of June 30, 1950, totaled 11,809, or 
46 percent of the number of open excess-profits tax returns. Assuming that there 
were no pending claims for refund of excess-profits tax based on issues other 
than relief under code section 722, the difference between the number of open 
returns, 25,499, and the number of section 722 claims, 11,809, would be 13,690 
or 58 percent, which would represent the number of returns open on waiver. 

It should also be noted that an additional unknown number of cases are still 
‘open” for prior years since a taxpayer may file a claim for refund within 2 
years after payment, even though payment may not occur until several years 
after the vear in which the tax arose. 

5. You inquire what proportion of all corporate income-tax returns filed dur- 
ing the period January 1, 1943, through December 31, 1947, were filed by cor- 
porations which were in existence prior to January 1, 1936. 

Since the information requested in questions 3, 4, and 6 involves the taxable 
year 1947, it is presumed that you likewise desire the reply to question 5 to in- 
clude data for the year 1947 (the returns for which were filed during 1948). 
Accordingly your question is interpreted as relating to returns filed “for” the 
period January 1, 1943, through December 31, 1947. 

The total number of income-tax returns filed by active corporations for the 
period January 1, 1943, through December 31, 1947, was 2.297.072 and of this 
number it is estimated that 1,231,982 or 54 percent were filed by corporations 
which were in existence prior to January 1, 1936. 

The starting point for this estimate was the Bureau's compilation, in part 2 
of Statistics of Income for the years 1945 and 1946, of the number of corpora- 
tions which filed income tax returns for 1945 and 1946, classified by the year 
of incorporation. The corporation income-tax return provides for reporting 
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the date of incorporation, and this information was utilized in compiling the 
data for 1945 and 1946. Statistics relating to the corporation returns filed and 
classified by year of incorporation were not compiled for any years other than 
the taxable years 1945 and 1946. 

The number of income-tax returns filed by corporations in existence prior to 
January 1, 1936, is estimated to be as follows: 


. | With net With no net , 
. aati t 
For taxable years income imecmne otal 
(a) Data compiled: 
1945 185, 476 58, 979 244, 455 
1946 186, 151 $9, 170 235, 321 
Total... ‘ 371, 627 108, 149 479, 776 
(b) Data estimated: 
1943 185, 476 R3, SRT 255, 680 
1944 185, 476 70, 213 269, 063 
1947 186, 151 41, 303 227, 454 
Subtotal 557, 103 195, 10, 752, 206 
Grand total... 928, 730 303, 252 1, 231, 982 


The information for 1945 and 1946 is an accurate compilation of data taken 
from the corporation income tax returns. The information for 1943, 1944, and 
1947 is an estimation based on the statistics compiled for the years 1945 and 1946 

In arriving at the figures for 1943, 1944, and 1947, the following assumptions 
were made: 

(1) Since the variation between the number of corporate returns with net 
income filed for 1945 and for 1946, by corporations in existence prior to January 1, 
1936, is less than one-half of 1 percent, it is assumed that there is no substantial 
change in the number of such returns filed (a) for the years 1943, 1944, and 
1945, and (b) for the years 1946 and 1947, the number for 1945 and for 1946 
being actual returns filed. 

(2) The number of corporate income-tax returns filed by corporations with 
no net income, which had been in existence prior to January 1, 1936, decreased 
approximately 16 percent from 1945 to 1946. It is assumed that the percentage 
of decrease in the number of this type of return filed for the year 1945 to 1947, 
inclusive, remain constant over these years. Accordingly, the actual figures for 
1945 and 1946 have been so adjusted to reconstruct the tigures shown for 19483, 
1944, and 1947. 

It is felt that the percentage figures used for these adjustments is not un 
reasonable, since statistics indicate that as the corporations advance in age, a 
much smaller percentage of the total returns filed show no net income. Further 
more, except for the year following the year of incorporation, this trend is much 
more prominent in those cases in which corporations have been in existence 
more than 5 years. On the other hand, since the variation of 16 percent between 
the figures for the years 1945 and 1946 for this type of return is large, and since 
the base to which this percentage is applied varies from year to year, the margin 
of error in making the adjustment may be substantial. Accordingly, the degree 
of accuracy in the results obtained for returns with no net income will not ap 
proach that obtained for returns with net income. 

6. You inquire as to the proportion of all corporation income-tax returns 
now open (either by waiver or refund Claim or otherwise) for the period 1936 
47, inclusive, in which the question of the application of the Virginian Hotel 
principle has been raised. 

This information is not readily available to the Bureau, nor is there any 
available data upon which a reasonably accurate estimate may be made. Such 
information could be furnished only after a detailed examination is made by 
our field forces of all open cases for these years, to determine whether the issue 
was involved for the years in question. The much larger question which cannot 
be answered definitively, as pointed out earlier, is the number of open cases in 
which the issue could be raised if H. R. 3168 were effective retroactively. 

You also request, with respect to questions 4, 5, and 6 that the answers be 
furnished in terms of the proportion of the total corporate tax involved as well 
as in terms of proportion of returns. 

No information is readly available as to the total corporate tax or the pro 
portion involved in the answers in the above questions. In question No. 4, 
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the tax involved in returns still open has not been totaled by field personnel ; 
in question No, 5, the information was statistically compiled from answers 
to questions on the returns without relation to the tax involved; and, as in- 
dicated, no information is available with respect to question 6. This information 
could be furnished only after a detailed investigation of every case in which the 
Virginian Hotel principle is involved. 

I regret that the statistics which we have found possible to furnish you in 
he limited time available are not more complete and that in some instances we 
have had to resort to opinions which reflect the judgment of those officials of the 
Bureau most familkir with the problem. However, I trust the information will 
be helpful in your consideration of the bill. 

The Director, Bureau of the Budget, has advised the Treasury Department that 
there is no objection to the presentation of this report. 

Very truly yours, 
THOMAS J. LyNcon, 
icting Secretary of the Treasuru 


Senator Kerr. Mr. Oran, do you have any statement with reference 
to the estimate of what this bill woul Leost ¢ 

Mr. Oran. My estimate would be very different from the $35 
million. It is very close to the revised Tre asSur’y estimate. It de 
pends very largely on the weight you give to this aspect or that aspect. 
1 am not seriously qi uestioning the latest estimate of the Treasury. 

Mr. Sram. You think it would be about $10 million ¢ 

Mr. Oran. The retroactive feature of it. They have now given 
ST million. Itismerely a guessanyway. I don't believe the Treasury, 
or 1, or anybody can tell you with any degree of certainty that it will 
inevitably ‘be this, that, or anything else. 

Senator Kerr. Generally speaking, we can proceed on the basis of 
the estimates given us this morning? 


Mr. Oran. I would say there is no material criticism that IT would 
want to make of those figures. 


The Cuairman. I think the next hearing will be on Thursd: ay. 
(The following were subsequently supplied for the record: 


WASHINGTON, D. C., January 21, 1952 
Senator WALTER F. GrorGrE, 


Chairman, Senate Finance Committe 
Senate Office Building: 

The National Coal Association, spokesman for the producers of approximately 
three-fourths of the Nation’s commercial bituminous coal, urges the Finance 
Committee to approve H. R. 2168. Where excessive depreciation or depletion is 
erroneously taken and is “allowed” because it results in no tax benefit, there 
is no valid reason why the taxpayer should subsequently be penalized by denial 
of tax-free recovery of that portion of his capital investment. As a matter of 
fact, it would be equitable to require reduction of the basis only where deprecia- 
tion or depletion (even if “allowable”’) results in a tax benefit. While H. R. 
8168 does not go that far, it is obviously a step in the right direction. Tax-free 
recovery of capital must be safeguarded as far as possible to continue to offer 
incentive for investment in our free-enterprise system. We hope this telegram 
Will be entered in the record of the hearing being held on this bill by the Finance 
Committee, and that it will be brought to the attention of the other members 
of the Finance Committee. 

Rovertr FE. Lee Hay, 
Counsel, National Coal Association 
W. B. O'BRIEN, 
NSeerctary, National Coal Association Npecial Tax Committee. 
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ASSOCIATION OF AMERICAN RATLROADS, 
Washington, 1D). ¢ January 25, 1952 


lion. WALTER F. Grorar, 
( hatrman, Commuittec on Rindnee, 
United States Senate, Washinaton, D.C 


My DEAR SENATOR GEORGE: H. R. 3168, which passed the House on April 12, 1951, 
and is now before the Committee on Finance for consideration, would amend 
section 118 (b) (1) (B) of the Internal Revenue Code by applying the tax-bene 
fit rule in part to the adjustment of the basis of property for Cepreciation, 
obsolescence, amortization, and depletion. In its present form the bill is limited 
to a correction of the inequitable situation resulting from the decision of the 
Supreme Court of the United States in Virginian Hotel Corporation v. Helvering 
(319 U.S. 528 (1948)). Briefly, that decision requires that basis be adjusted for 
excessive depreciation taken in loss vears, even though no tax benefit resulted 
from the ex ‘ePSsive deduce tion. 

In its present form the bill fills a long-standing need for equitable treatment 
in the limited situation to which it applies. It has the support of all interested 
taxpayer groups, and the railroads support it: but the bill is so limited that it 
does not provide the full relief which ought to be afforded 

Railroads and all other taxpayers are vitally interested in the extension of 
the tax-hbeneiit rule in full to depreciation deductions. It is extremely important 


that industry maintain, renew, replace, and expand its productive facilities 


With normal and surtax rates on corporations now at 52 percent, it is impossible 


t 


to do this if the full investment is not recovered. There simply will not be 
enough earnings left after taxes to do the job unless provision is made for de 
cgucting from income by way of depreciation all expenditures for plant and 
equipment 

Nothing is more fundamental than that business expense should be recovered 
from business income before the imposition of any tax based on net income 
Under present procedures this does not always occur when capital expenditures, 
which must be recovered through depreciation charges over a number of years, 
ire charged off in the part in loss vears. 
The corporate rate has been increased from 3S percent to 52 percent, or 


than one-third, in a period of 18 months. During this same period the time fore 


paying the tax has been advanced. The result of the combination of higher tax 
rates, and at the same time, more rapid payments, has inevitably been a very great 
strain on the cash position of corporate taxpayers. The Comittee on Finance 
has recognized the great burden of the high tax rates and 1 also recognized 
the difficulties of finding available cash funds to pay taxes resulting from the 


application of these high rates to profits which may be tied up in property in 
vestment, or inventory, or badly needed for working capital purposes. This bur- 
den underscores again the absolute necessity for the recove \ of cnpital invest- 


ment akaimst mcome 


rhe situation of the corporation which has a steady level of income through the 


years us compared with the corporation whose income picture varies betwee 
loss and profit years has been described on numerous occasions. This difference 
has an important effect with respect to depreciation charges. The corporation 
with a steady level of income recovers capital investment out of that ineome 
before taxes, while the corporation with up and downs of loss and income years 
does not The inequity between the situation of these two groups of taxpayers 


has been corrected by the application of the tax-benefit rule to the recovery 
of most, if not all, deductions except those for depreciation, obsolescence, 
winortization, and depletion. There is no reason why the tax-benefit rule should 
not be extended to include the recovers of these charges now excepted from 
the rule. We ask, therefore, that the bill now before the committee be amended 
to provide that basis shall be adjusted only for depreciation, obsolescence, 
nmortization, and depletion allowed or allowable as a deduction in income years 

The loss carry-over and carry-back provisions provide substantial but not 
complete relief for this situation. Our proposal would remove the inequity for 
those taxpayers not covered by the loss carry-over and carry-back and extend 
the same relief to all taxpayers. 

Furthermore, there would appear to be every reason for an effective date of 
January 1, 1982, as provided in the bill as originally introduced 

It is respectfully requested that this letter be made a part of the record of 
the hearings on H. R. 3168 before the Senate Finance Colnmittee 

Respectfully, 
THOMAS L. PRESTON, 
General Solicitor, Association of American Railroads. 
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AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York 16, N. Y., January 23, 1952. 
Hon. WALTER F. GEORGE, * 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 


DearR SENATOR GEORGE: The American Institute of Accountants, through its 
committee on Federal taxation, respectfully offers its endorsement of H. R. 3168, 
which would amend section 113 (b) (1) (B) of the Internal Revenue Code (re- 
lating to the adjustment of the basis of property for depreciation, obsolescence, 
amortization, and depletion) to provide that the adjusted basis of property is to 
be reduced by excessive depreciation shown in a return only to the extent that 
such excessive depreciation resulted in a reduction in the taxpayer's taxes. 
However, the committee on Federal taxation recommends that the amendment 
be applicable to all open taxable years rather than limiting its effect to taxable 
years beginning after December 31. 1947. 

The requirement that excessive depreciation previously allowed be deducted 
in determining the basis of assets was included in the statute in order to prevent 
a taxpayer from obtaining a double deduction, with double tax benefit, of the 
same capital investment. However, that rule should not be applied if the 
excessive depreciation has resulted in no tax benefit. The reason for avoiding 
the inequitable result that formerly arose from the taxation of recoveries of bad 
debts and taxes, where no tax benefit had been obtained from the original de- 
duction, is equally applicable to excessive depreciation. 

Section 113 (b) (1) (B) of the Internal Revenue Code provides that, in deter- 
mining the basis of property, “proper adjustment in respect of the property 
shall in all cases be made * * * in respect of any period since February 28, 
1913, for exhaustion, wear and tear, obsolescence, amortization, anil deple‘ion, 
to the extent allowed (but not less than the amount allowable) under this 
chapter or prior income-tax laws * * *” 

From the Bureau's own instructions it appears that “where it is clearly evi- 
dent that no taxable income will be developed,” the Bureau does not even 
attempt to judge whether the depreciation deducted by taxpayers in loss years 
is properly allowable, but simply postpones examinations until years which show 
profits. Yet, when the Bureau eventually finds that the depreciation deductions 
taken were improper and excessive, it contends that its own failure to examine 
a “loss return” at the proper time constitutes an “allowance” and approval of 
such improper and excessive deductions taken by the taxpayer. 

The legislative history of section 113 (b) (1) (B) clearly discloses that Con- 
gress introduced the distinction between “allowable” and “allowed” without any 
thought of changing the law in force prior to 1932, being intent solely upon 
codifying the already well-established equitable principle of estoppel. (See S. 
Rept. No. 665, p. 29, 72d Cong., Ist sess.; H. Rept. No. 708, p. 22, 72d Cong., 1st 
sess.). However, where a past error had no consequences at the time when it 
was committed, no inequity can have arisen, which would call for the applica- 
tion of any principle of estoppel. Where no tax would have been due even if 
the return had been correct, the Commissioner cannot obviously have “allowed” 
something merely by doing nothing. 

Since the Bureau's position has been supported by a five-to-four Supreme Court 
decision in Virginian Hotel Corporation of Lynchburg v. Guy T. Helvering, Com- 
missioner of Internal Revenue (63 S. Ct. 1260), only remedial legislation can 
effectively correct the situation. Such legislation should provide that the ad- 
justment for depreciation theretofore “allowed” should be for only such part of 
the depreciation deductions as reduced taxes otherwise payable. 

H. R. 3168, which is now being considered by the Committee on Finance, will 
provide the necessary relief and, therefore, should be enacted into law with the 
modification that the amendment to section 113 (b) (1) (B) of the Interna} 
Revenue Code be made applicable to all open taxable years. 

It is our desire that this letter shall become part of the official record of hear- 
ings on H. R. 3168. 

Respectfully submitted. 

THOMAS J. GREEN, 
General Chairman, Committee on Federal Tagation. 


WALLACE M. JENSEN, 
Chairman, Subcommittee on Current Tax Legislation. 
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STATEMENT SUBMITTED BY JOSEPH A. MALONEY, PEAT, Marwicu, MITCHELL & Co., 
CHICAGO, ILL. 


H, R. 8168 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That (a) subparagraph (1) (3B) of section 
118 (b) of the Internal Revenue Code, entitled “Adjusted basis”, is amended by 
inserting after the word “allowed” the words “as deductions in computing net 
income and resulting in a reduction of the taxpayers’ taxes’’ to cause the first 
sentence thereof to refid as follows: 

“(B) in respect of any period since February 28, 1913, for exhaustion, 
wear and tear, obsolescence, amortization, and depletion, to the extent 
allowed as deductions in computing net income and resulting in a reduetion 
of the taxpayer's taxes (but not less than the amount allowable) under 
this chapter or prior income tax laws.” 

(b) The amendment made by this Act shall be applicable with respect to 
taxable years beginning after December 31, 1947. 


MEMO RE H. R. 3168 


It is one of the fundamental rules of Federal income taxation that in computing 
the amount of annual taxable income there be permitted as a deduction from 
income a reasonable provision for the wear and tear and obsolescence of de- 
preciable property used in the taxpayer's business. 

The basis for computing such deduction is usually cost reduced by the aggre 
gate amount of depreciation “allowed or allowable,’ whichever is greater in 
each prior year. Such remaining basis is then allocated over the remaining 
years of useful life in order to compute the current year’s allowable depreciation, 
and in the event of a sale or abandonment or loss of such property such adjusted 
basis is the basis for determining gain or loss on such sale or disposal. 

There is probably no disagreement that the basis of such property is to be 
reduced by the annual amount of depreciation allowable. Similarly, there is 
probably no serious disagreement with the principle that where a deduction in 
excess of the amount allowable has been deducted and allowed as a deduction in 
computing the net taxable income for a prior year, that for subsequent years the 
remaining basis should be reduced by the amount allowed and not merely by the 
amount allowable. 

However, there is strong objection to the principle that the basis of property 
is to be reduced by an erroneous computation in an earlier year in excess of the 
amount allowable for such year when such excess resulted in no tax benefit due 
to a net loss for such year. 

This principle was laid down by the United States Supreme Court, with four 
Justices dissenting, in the case of the Virginian Hotel Corp. of Lamchburgh v. 
Helvering, decided June 7, 1943 (63 S. Ct. 1260; 30 A. F. T. R. 1304). 

In that case, the taxpayer from 1927 through 1937 computed depreciation on 
a straight-line basis, with net losses for the years 1931 to 1936. For 1988, the 
Commissioner of Internal Revenue determined that the useful life was longer 
than that claimed by the taxpayer, and computed a deficiency in tax. The 
depreciation theretofore claimed as deductions was subtracted from the cost 
of the property and the remainder was taken as a new basis for computing 
depreciation. On the basis of such extended life of the properties, the ex- 
cessive depreciation claimed in the loss years was $31,400.25. The taxpayer 
claimed that the remaining cost to be depreciated should not be reduced by such 
excess, for the reason that it had not been allowed within the meaning of the 
statute. The majority of the court held that it had been allowed, on the premise 
that a deduction shown on a tax return is allowed unless challenged by the 
Commissioner. 

Mr. Chief Justice Stone, in a vigorous dissent, said in part: 

“No reason is suggested why the taxpayer's tax for future years should be in- 
creased by reducing his depreciation base by any amount in excess of the de 
preciation ‘allowable,’ unless the excess has at some time and in some manner 
been deducted from gross income. So inequitable a result cannot rightly be 
achieved by saying that a ‘deduction’ for depreciation which never has been 
deducted from gross income has neverthless been “allowed’.” 





ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC, 


he purpose of H. R. 3168 is to correct the inequity created by the Supreme 
urt in the Virginian Hotel Corp. case. The enactment of this bill will cor 
rect thousands of inequities throughout the country. The burden of heavy 
taxation is already great, and in this time of higher and higher tax rates the 
Congress should be more and more alert to remedy situations of inequity 
‘To those who understand and work with the Federal income-tax laws, the 
decision of the Supreme Court came as a surprise, and was received with much 
disappointment it has been expected annually that Congress would as a tmat- 
ter of course remedy the situation. 
In connection with the amendment as it is now worded: it is anticipated that 
litigation would immediate follow its enactment over ambiguity of the term 
allowable.’ Since the useful life of property is a matter of opinion, Which 
may Change from time to time, it may well be argued that as to certain years a 
particular asset had a 12-year life and therefore S!, percent was allowable, and 
perhaps in the seventh vear it may be determined that the remaining life is 8 
vears, and in the fourteenth year it may be determined that there is a remaining 
Unless clarified, it might be held that as to the earlier years 
allowable” and there was no deduction in excess of the amount 
althought based upon final determination the total useful life is 20 
the average rate allowable was only 5 percent. 
is therefore recommended that the bill be clarified by an addition as 
OWS: 
(i) For the purposes of this subparagraph the term ‘allowable’ means the 
nount computed upon the basis of the total useful life as most recently de 
termined for tax purposes.” 
{ft is further recommended that subparagraph (b) of the bill be amended to 
read as follows: 
(b) Phe amendment made by this act shall be applicable with respect to 
all taxable years for which claims for refund may be tiled under section 322.” 


Whereupon, at 12:42 p. m., the committee adjourned. ) 





